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OVERSIGHT  OF  THE  DIRECT  STUDENT  LOAN 

PROGRAM 


THURSDAY,  MARCH  30,  1995 

U.S.  Senate, 
Subcommittee  on  Education,  Arts  and  Humanities,  of 
THE  Committee  on  Labor  and  Human  Resources, 

Washington,  DC. 
The  subcommittee  met,  pursuant  to  notice,  at  9:33  a.m.,  in  room 
SD-430,  Dirksen  Senate  Office  Building,  Senator  James  M.  Jef- 
fords (chairman  of  the  subcommittee)  presiding. 

Present:  Senators  Jeffords,  Coats,  Frist,  DeWine,  Pell,  Kennedy, 
Dodd,  Simon,  and  Wellstone. 

Opening  Statement  of  Senator  Jeffords 

Senator  Jeffords.  First,  I  would  like  to  State  on  behalf  of  Sen- 
ator Kassebaum,  who  was  called  away  by  a  death  in  her  fa.mily, 
that  she  is  very  sorry  she  cannot  be  here  this  morning.  As  you 
know,  she  has  expressed  a  deep  interest  in  ensuring  that  all  of  our 
education  programs  for  postsecondary  education  work  as  well  as 
possible.  She  wanted  very  much  to  be  here  at  this  hearing  as  she 
is  attempting  in  her  own  mind  and  for  the  rest  of  us  to  discern  ex- 
actly how  the  direct  lending  program  is  working  in  comparison 
with  other  programs  that  we  have.  So  I  can  assure  you  she  would 
like  to  be  here,  and  I  express  her  regrets. 

I  am  most  pleased  to  be  here  today.  I  will  be  joined  by  other  Sen- 
ators momentarily,  and  I  know  we  have  a  number  of  witnesses  who 
have  a  lot  of  things  to  say,  so  we  will  go  ahead,  especially  with 
Senator  Simon  now  here. 

Providing  student  access  to  higher  education  has  always  been  a 
high-priority  issue  for  this  subcommittee.  With  legacies  such  as 
Pell  grants  and  Stafford  loans,  it  is  clear  that  it  has  oeen  a  biparti- 
san issue  as  well. 

Fifty  years  ago,  a  high  school  diploma  could  guarantee  a  person 
a  high  enough  income  to  raise  a  family.  Unfortunately,  those  days, 
if  they  ever  did  exist,  are  long  gone. 

But  as  postsecondary  education  has  become  more  of  an  economic 
necessity,  it  has  become  less  affordable.  Increasingly,  even  middle 
class  families  must  borrow  vast  sums  of  money,  often  as  much  as 
a  home  mortgage,  to  pay  for  their  children's  education. 

When  I  was  ranking  member  of  the  Education  Committee  in  the 
House,  I  became  so  concerned  about  this  tension  between  the  im- 
portance of  higher  education  and  the  skyrocketing  costs  that  I 
fought  to  launch  a  national  commission  to  study  these  issues.  In 
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February  1993,  the  National  Commission  on  Responsibilities  for  Fi- 
nancing Postsecondary  Education  released  its  findings  for  "making 
college  affordable  agam." 

A  number  of  the  commission  recommendations,  such  as  creating 
a  community  service  incentive  program,  or  developing  tax  incen- 
tives to  encourage  college  savings  and  opportunities,  have  been  en- 
acted into  law  or  are  being  debated  at  the  Federal  level  at  this  mo- 
ment. 

Also  enacted  into  law  in  August  of  1993  was  the  commission's 
recommendation  that  the  Federal  Government  "simplify  the  com- 
plex student  loan  system  by  offering  a  single  program  that  makes 
direct  loans  to  students  and  parents  and  pro/ides  user-friendly  re- 
payment options." 

During  the  summer  of  1993,  Congress  engaged  in  vigorous  de- 
bate about  this  proposal.  Ultimately,  we  decided  to  expand  the  di- 
rect loan  pilot  project,  authorizing  the  U.S.  Department  of  Edu- 
cation to  phase  in  direct  loans  from  5  percent  of  the  new  loan  vol- 
ume in  the  1994-95  academic  year  to  40  percent  in  1995-96,  50 
percent  in  the  years  1996-97  and  1997-98,  and  60  percent  in 
1998-99.  The  Secretary  may  allow  additional  schools  not  originally 
selected  to  participate  in  the  direct  lending  to  obtain  a  cross-sam- 
pling which  reflects  the  general  school  population. 

I  supported  the  initiative.  I  believe  that  the  Federal  Government 
should  examine  and  pursue  any  fiscally  rational  strategy  which 
may  increase  access  to  higher  education.  If  a  direct  lending  pro- 
gram is  better  able  to  accomplish  those  goals  than  the  existing  pro- 
gram, then  it  should  be  supported  without  reservation. 

As  we  will  hear  today,  many  first-year  participating  schools,  such 
as  the  University  of  Vermont,  hail  the  direct  lending  program  as 
a  success.  I  commend  Secretary  Riley  and  the  Department  of  Edu- 
cation for  their  remarkable  speed  and  spirit  in  launching  the  new 
program. 

However,  direct  lending  has  its  critics  as  well.  On  Monday 
evening,  former  Senator  Robert  Stafford  and  I  heard  some  of  their 
reservations  at  a  public  gathering  in  Rutland,  VT,  and  today  we 
will  hear  from  a  variety  of  perspectives  with  varying  degrees  of 
concern. 

I  have  some  concerns  about  the  program  myself.  First,  I  wonder 
if  the  Department  of  Education  is  capable  of  ramping  up  direct 
loans  to  80  percent  of  the  new  loan  volume  in  1996-97  and  100  per- 
cent in  the  1997-98  academic  year,  as  proposed  in  the  administra- 
tion's 1996  budget  proposal.  Loan  collection  and  servicing  are  much 
tougher  tasks  than  loan  disbursement.  Anybody  can  give  money 
away;  getting  it  back  is  not  so  easy. 

It  seems  to  me  we  need  a  much  better  sense  of  the  program's  ca- 
pacity to  accomplish  those  tougher  tasks  before  we  dismantle  the 
existing  loan  infrastructure.  Unfortunately,  we  will  not  be  able  to 
evaluate  this  aspect  of  the  program  for  at  least  a  few  years,  when 
a  large  enough  sample  of  students  is  in  direct  loan  repayment. 

Second,  I  am  concerned  that  the  current  method  for  comparing 
the  direct  and  Federal  Family  Education  Loan,  FFEL,  program 
does  not  accurately  reflect  the  program's  true  costs  and  savings. 
While  providing  access  to  education  is  a  central  dilemma  for  this 
subcommittee,  our  overarching  goal  is  to  protect  the  interests  and 


rights  of  taxpayers  generally.  Therefore,  it  is  imperative  that  we 
seek  a  better  understanding  of  the  fiscal  implications  of  the  direct 
lending  program  as  well  as  the  impact  of  the  program  on  the  na- 
tional debt  before  pushing  forward  too  fast. 

I  have  called  this  hearing  to  educate  us  about  the  issues  of  direct 
lending  management  and  costs  as  well  as  the  comparability  be- 
tween the  direct  and  FFEL  programs.  As  the  direct  lending  pro- 
gram enters  its  second  year  of  implementation,  I  hope  this  hearing 
will  provide  members  of  the  subcommittee  and  the  public  an  oppor- 
tunity to  learn  more  about  the  new  loan  disbursement  process  as 
well  as  detailed  future  plans  about  loan  collection  and  servicing. 

Now  I  would  like  to  ask  a  representative  of  the  minority — a  term 
I  have  never  used  before — Senator  Simon,  if  he  has  any  comments. 

Opening  Statement  of  Senator  Simon 

Senator  Semon.  Thank  you,  Mr.  Chairman.  I  do  thank  you  seri- 
ously for  having  the  hearing.  I  think  it  is  important. 

I  would  like  to  enter  into  the  record  a  statement  by  Senator 
Chris  Dodd. 

[The  prepared  statement  of  Senator  Dodd  follows:] 

Prepared  Statement  of  Senator  Dodd 

Mr.  Chairman,  over  these  last  few  weeks  there  has  been  a  great 
deal  of  talk  about  reducing  the  Federal  deficit  and  streamlining 
Federal  programs.  It  is  good  to  see  this  morning  that  this  sub- 
committee is  focusing  on  one  Federal  program  that  seeks  to  do  just 
that — the  Ford  direct  lending  program. 

Like  many  when  we  first  established  this  program  2  years  ago, 
I  had  reservations  about  how  it  would  serve  students  and  their 
families.  It  was  in  many  ways  an  untested  idea,  but  one  that  of- 
fered great  potential  benefits  both  in  simplicity  and  savings  to  stu- 
dents and  in  savings  to  the  taxpayer. 

In  this  committee  and  in  conference,  I  worked  hard  along  with 
many  others  to  ensure  that  the  program  was  put  on  firm  footing. 
I  offered  several  amendments  that  simplified  the  program  for  stu- 
dents and  institutions  and  ensured  that  it  was  aligned  with  the 
successful  Pell  Grant  Delivery  System.  The  legislative  process  was 
exhaustive  and  exhausting — we  all  spent  long  hours  together  to 
craft  an  acceptable  compromise.  Ultimately,  through  substantial  bi- 
partisan efforts,  we  put  together  a  strong  program  that  has  enjoyed 
broad  support. 

While  the  program  remains  in  its  infancy,  with  just  about  a 
year's  experience  up  and  running,  it  has  already  demonstrated  a 
strong  capacity  to  improve  services  to  students  and  colleges.  I  was 
particularly  impressed  with  the  recent  poll  of  participating  institu- 
tions in  education  daily  that  showed  overwhelming  support  for  the 
program  with  92  percent  of  the  schools  giving  the  program  a  posi- 
tive rating  and  a  full  57  percent  giving  the  program  a  perfect  score. 

Our  experience  with  progn^am  is  of  course  preliminary  and  much 
remains  to  be  seen  over  the  next  few  years.  With  schools  entering 
the  program  in  increasing  numbers,  there  will  be  new  challenges. 
However,  I  am  reassured  by  current  reports  and  see  little  reason, 


as  some  have  proposed,  for  not  moving  forward  with  the  program 
under  the  existing  law. 

Lastly,  Mr.  Chairman,  as  we  begin  this  hearing,  I  think  it  is  im- 
portant to  note  what  should  be  at  the  center  of  this  discussion — 
it  should  not  be  the  wishes  of  banks,  guarantee  agencies,  the  De- 
partment of  Education,  or  schools.  Students  must  be  at  the  center 
of  our  discussions  and  our  efforts.  If  this  program  is  working  for 
them,  as  it  seems  to  be,  then  I  see  little  reason  for  precipitous  and 
expensive  change. 

Thank  you  and  I  look  forward  to  today's  testimony. 

Senator  Simon.  I  would  underscore  what  you  said  in  your  open- 
ing remarks — this  has  been  a  bipartisan  endeavor.  The  idea  was 
first  proposed  by  Congressman  Tom  Petri,  with  whom  all  four  of 
us  had  a  chance  to  serve  in  the  House.  When  he  first  suggested  it, 
I  was  very  leery  of  the  idea.  And  when  it  came  to  the  Senate,  and 
we  passed  it,  my  cosponsor  was  Senator  David  Durenberger. 

I  would  like  to  enter  into  the  record  a  letter  from  Congressman 
Petri  entitled,  "Cut  Corporate  Welfare,"  as  well  as  an  editorial  fi'om 
yesterday's  Chicago  Sun-Times,  entitled,  "Direct  Loan  Program  is 
Good  Deal  for  All." 

Senator  Jeffords.  Without  objection. 

[The  documents  referred  to  follow:] 
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CUT  CORPORATE  WELFARE 


Dear  Colleague. 

'I'ltuse  or  us  wlio  call  ourselves  Tiscal  conservatives  won't  have  one  shred  of  credibility  as 
hiKlgci  cullers  iT  we  are  unwilling  to  go  after  corporate  welfare  with  Hie  same  zeal  we  apply 
to  uilicr  types  uf  \\-astc.   And  in  tliis  kind  of  effort,  lil^erals  should  be  willing  to  join  us. 
I'Icasc  consider  ilie  fuliownig  case  carefully. 

Siip|)osc  you  were  a  banker  and  you  were  able  to-make  loans  that:         , 

•  wcrr  fully  guaranteed  by  the  federal  government  (i.e.  as  safe  as  t-bills); 

•  IKiid  yuM  interest  directly  from  Uic  federal  government  for  a  period  of  years  at 

2. .5%  more  titan  the  interest  on  t-biils; 

•  were  fully  as  liquid  as  t-bills  (or  even  more  so)  because  you  could  sell  them  at 

any  time  at  face  value  or  even  a  slight  premium  in  a  large  secondary  market 
with  plenty  of  eager  buyers; 

•  required  no  credit-worthiness  analysis  up  front;  and 

•  required  no  collection  effort  for  a  ))criod  of  years  (you  do  nothing  but  sit  back 

:uul  collect  your  interest),  after  wliicli  you  could  still  sell  them  or  start 
culleciing  on  tlicni  and  receiving  an  extra  .6%  interest? 

Wouldn't  that  be  a  great  deal?  Wouldn't  you  TiglU  like  Hell  to  keep-il?  You  bel.    And 
the  deal  exists  -  it's  Uie  guaranteed  student  loan  program.   But  it's  a  lousy  deal  for  the 
laxiKiycrs.   They'd  be  much  better  off  selling  t-bills  tliemselves  to  Hnance  lite  loans  (rallter 
than  tenting  banks'  capital  at  2.5%  more  than  the  t-bill  rate)  and  tlicn  contracting  for  loan 
servicing  wiih  the  current  private  servicers  on  a  competitive  bid  basis.   And  guess  what? 
'I'hal^  what  direct  leiuling  is.    It's  still  a  publicypnvate  pannersliip.  but  itte  one  useful 
function  the  private  sector  performs  ~  loan  servicing  -•  is  priced  in  a  market  process  rather 
llinn  n  |X)liiical  negotiation  over  interest  rate  premiums. 

Think  about  it  another  way:  what  useful  function  are  Uie  banks  providing?  They  don't 
assess  risk.  They  take  no  risk.  We  can  get  cheaper  capital.  And  we  wouldn't  even  need 
their  servicing  if  we  collected  lliese  loans  as  income  taxes  llirough  the  IRS. 

Make  no  mistake  -  guaranteed  student  loans  contain  an  enormous  bank  subsidy.   That's 
one  of  their  four  main  sources  of  waste  (lite  others  are  default  costs,  administrative 
c(tm|>lexity,  and  mistargelted  subsidies  for  studaits).    If  we  don't  gel  rid  of  this  corporate 
wclfiirc,  wo'il  iiavc  to  cm  mure  somewhere  else. 

The  choice  is  clear  ~  are  you  for  the  banks  or  for  the  uxpayers?  True  fiscal 
conservatives  should  have  no  doubt  about  wliose  side  to  take. 


Sincerely, 


«reiy,      ^k 


Thomas  E.  Pclri,  M.C. 


EDCTOBIALS 


Is  Godd  Dea[  for  Ail 


Uxider  the  cnitw  of  deficit  raductioa^aiid  ladooed  eovesuncnt, 

RspuhHcan.  £9reas  ia  Congxsas  an  praonBefor  cfaasfM  in  student 

loan  pxogruae  that  would  impotae  onflsoos  ixatir  casta  oa  oollago 

stndanra  and  stall  hioorfBr  aroilabiHty  oC  dixect  loans,  tha  pltui 

.  apansorad  by  S«a.  Paid  gmon  (D-IIL)  to  aBTiiinata  nudcflaman. 

Both  proposals  az»  wil^ioat  nwiit  and  sitoald  bo '*zetoed  out.**  to 
'- smp«  a.  plizsoa  fhun  tiia  now*  oongxassioBaiyQcabalaxy. 

ESbcts  to  gtHmfnnto  tha  fadacai  8afa8idy'«.of  intexest  cbaxgas  on 
'  stodoat  loans  conia  at  a  tims  when  lains  aoOega  costs  az«  fbrdng 
mac*  ttTiHinBtB  to  bosrow  moaay  to  pay  €ar  dioir  education.  Tlie 
AsMzioen  CotmciZ  on  Educstion  rppora  that  S.6  ouUion  stodsnts 
toolc  fiBdani  Ioans>  th£s  y«ai:;  op  &om  4^  nuIHon  in  1988. 
Mieanwidlft,  tha  ddlar  amount  izicrwsad  fiom  SILd  bflHoo  to  S25.3 
bilTTon.  Ilia  goviBpunont  eases  that  buxdan  by  paying;  iutanst  on 
loans  whs*  tha  stade&t  is  in  schooL  Without  ^a  subsidy,  tha  debt 
'•'  of  an  nndargriMJuata  who  takss  out  iha  jxusmam  loan  amount  for 
foaryeazs  would  xneiaasa  20  paxcest,  tha  ACE  says. 

Thaae  sobadias  are  coetly — S22  bilCon  this  year — butthayare 

based  on  sound  pufaiie  poli^  ppoviding  accesB  to  hi^ier  sducation. 

ETwiwIi*  iiii-ia  Coogtaaaifc  moves  axe  aBoot  to'limit  tha  diiect  loan 

program,  which  Simosa  sponsoxed  to  aOow  sttidants  to  get  loans 

'.  directly  ftom &»  JSedacsL  govegament.  The  program,  which  is  bdong 

;:  phased  in  over  five  jeaxs,  is  strongly  oppcsed  by  banks  that  hare 

I  zi8k-£(ee  profits  under  government  loan  goaxaqtaesj:  and  by  dte 

■\  huge  puhEc-^pzivata  agencies  that  administar  the  progcam  and  lun 

'  proifiteide  seedndazy  loan  maikata.  Having  failad  to  blodc-  the 

.'  oEigtnal  legiiliitimi,  opponents  now  saek  to  liatit  dizect  loans  to  40 

.;  paicant  of  scndent  loan  volume,  acgning  IJxat  pzzvate  enteccprise 

•  works  bctter.than  government. 

Although  w*  would  like  to  see  stronger  guarantees  that  schools 

ass  not  lipping^  off  the  diiect  loan  program— a>  many  for^roflt 

;■  trade  schools  did  onxler  the  suiiaidsxad  bank  loan  program-  we 

\  believe  the  record  of.  the  direct  loan  progzam  to  date  calls  £ar  Its 

/.  rrnitinnii  eiw^mn^m   9,tr^m^i*m  apW  pflrti^Tpgtrpp  y^ny^It   irtfHding  . 

.'  the  Univeat^  of  Illxnois  at  Qiampaign-Urbana.  report  fiswer 
hasElea  wrdi-dfafsitt  loans. 
Mbro  important,  tiie  program  is  expected  to  save  money.  The 
\  Clinton  admznistzation:  asHmates  S5J2  billion  would  be  saved  by  ■ 
-  200O,  if  the-'direct  loan  program  were  fully  implemeated  by  the 
:  1997-98  fidiooL  year.  That'sa  good  daal  for  the  schools  and  a  good 
:  deal  £br  the  taspayess.  Tbe  program  siiould  coattnoe  on.  schedule. 


Senator  Simon.  The  experience  so  far  with  direct  lending  has 
been  a  very  positive  one.  We  have  had  four  schools  in  Illinois.  I 
read  the  testimony  last  night  that  we  are  going  to  hear  today  from 
the  University  of  Vermont,  and  it  is  very  similar  to  the  experience 
of  the  University  of  Illinois.  The  program  so  far  has  exceeded  the 
expectations  of  most  of  us.  It  has  gone  so  well  that  even  minor 
glitches  are  making  the  news. 

Someone  on  my  staff  who  is  appreciably  more  talented  than  I  am 
has  produced  a  little  comic  strip  comparing  the  two,  and  that  will 
be  available  to  anyone  who  wants  it,  I  assume  at  the  press  table 
or  wherever. 

It  is  also  interesting  that  a  report  by  the  Secretary  of  Edu- 
cation— and  I  say  this  to  my  friends  who  are  concerned  about  Fed- 
eral costs  and  Federal  payroll — six  times  as  many  federally-funded 
Government  employees,  nearly  3,000  people,  work  in  the  guarantee 
program  as  would  work  under  full  direct  lending.  That  is  no  small 
savings.  In  other  words,  we  will  save  about  2,500  people  by  moving 
completely  to  direct  lending. 

In  addition  to  the  3,000  people  working  in  the  present  set-up. 
Federal  taxpayer  dollars  pay  for  well  over  2,000  employees  at  non- 
profit guaranty  agencies  backed  by  the  Federal  Government.  These 
are  not  private  contractors.  There  is  no  price  competition  between 
agencies  in  getting  the  Federal  Gx)vernment's  business.  They  are 
paid  through  Federal  entitlements  set  by  Congress,  and  unlike  con- 
tractors, the  Federal  Grovernment  is  legally  bound  to  bailing  them 
out  of  their  guarantor  responsibilities  if  they  go  belly-up. 

It  is  also  important  that  we  compare  apples  to  apples  and  or- 
anges to  oranges,  and  not  apples  to  oranges.  Some  of  the  compari- 
sons have  assumed  that,  for  example,  in  direct  lending,  you  use  10- 
year  bonds,  while  the  secondary  markets  use  the  short-term  bonds. 

In  a  February  8th,  1993  letter,  GAO  points  out  that  using  short- 
er-term interest  rates  would  increase  direct  loan  savings  from  $4.7 
billion  to  about  $11  billion  over  5  years. 

In  addition  to  everything  else,  the  Federal  Government  is  pro- 
jected to  lose  more  than  $1  billion  over  5  years  because  of  tax-ex- 
empt bonds  used  by  the  student  loan  secondary  markets. 

And  then,  finally,  I  would  point  out  what  the  inspector  general's 
report  warns  us — and  I  am  quoting — "billions  of  dollars  of  the  Na- 
tion's FFELP  portfolio  are  at  risk  because  many  guaranty  agencies 
are  affiliated  with  loan  servicers,  secondary  markets,  and  other 
FFELP  service  providers,  and  thus  have  a  clear  conflict  of  inter- 
est." 

I  think  we  have  to  look  at  the  total  picture. 

Finally,  Mr.  Chairman,  I  would  simply  underscore  that  our  aim 
is  to  help  students.  If  we  want  to  have  a  subsidy  bill  to  help  banks 
and  help  secondary  markets,  then  let  us  do  it  openly;  let  us  not  do 
it  under  the  guise  of  helping  students.  Let  us  put  everything  on  the 
table. 

We  have  developed  a  system,  I  am  pleased  to  say — and  again,  I 
give  credit  to  Congressman  Tom  Petri  for  being  the  initiator  of 
this — we  have  developed  a  system  that  really  can  provide  great  as- 
sistance to  students,  to  parents,  to  taxpayers,  to  everyone. 

So  I  thank  you,  Mr.  Chairman,  for  holding  the  hearing,  and  I 
look  forward  to  our  witnesses. 
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[The  prepared  statement  of  Senator  Simon  follows:] 
Prepared  Statement  of  Senator  Simon 

I  want  to  thank  my  colleague  from  Vermont  for  planning  this 
hearing  on  the  implementation  of  the  new  William  D.  Ford  Federal 
Direct  Student  Loan  Program  (FDSLP).  I  have  reviewed  some  of 
the  testimony,  and  the  witnesses  coming  before  the  subcommittee 
are  providing  us  with  good  information  on  the  status  of  the  pro- 
gram, and  the  status  of  the  debate.  I  regret  that  I  must  miss  some 
of  the  testimony  so  that  I  can  participate  in  the  mark-up  of  the  Ma- 
jority Leader's  regulatory  reform  proposal  in  the  Judiciary  Commit- 
tee. 

Everyone  seems  to  agree  that  the  start-up  of  the  direct  loan  pro- 
gram has  gone  remarkably  well.  Over  the  years,  financial  aid  offi- 
cers have  been  the  victims  of  enormous  micro-managing  by  Con- 
gress and  the  Education  Department,  so  they  are,  with  reason,  a 
skeptical  group.  It  is  a  great  pleasure  to  hear  of  the  enthusiastic 
endorsement  that  direct  loan  schools  have  given  to  the  program. 

In  fact,  the  program  has  gone  so  well  that  even  the  most  minor 
glitches  now  make  news.  I  am  looking  forward  to  hearing  construc- 
tive criticisms,  with  the  hope  that  everyone's  expectations  can  be 
brought  down  a  little  closer  to  Earth. 

Once  we  reach  a  reasonable  altitude,  we  must  remember  that  the 
direct  loan  program  should  not  be  analyzed  in  a  vacuum.  It  needs 
to  be  viewed  in  comparison  to  the  alternative,  the  current  "guaran- 
tee" system  known  as  the  Federal  Family  Education  Loan  Program 
(FFELP). 

Because  the  guarantee  system  is  so  complex,  I  have  brought  to 
this  hearing  an  unusual  educational  aid:  a  comic  book  that  helps 
to  explain  how  the  incentives  and  entitlements  operate,  and  how 
they  are  abused. 

THE  MYTH  OF  THE  INVASION  OF  GOVERNMENT  BUREAUCRATS 

Opponents  of  direct  lending  have  created  the  impression  that 
hundreds  of  new  government  employees  will  need  to  be  added 
under  FDSLP,  in  contrast  to  a  "private"  guarantee  system  with  few 
government  bureaucrats.  This  is  not  true.  Six  times  as  many  feder- 
ally-funded government  employees — nearly  3,000  people — work  in 
the  guarantee  program  as  would  under  full  direct  lending.  Most  of 
the  tasks  performed  by  these  government  workers  (such  as  track- 
ing and  policing  the  guarantee  on  loans  held  by  thousands  of  lend- 
ers and  secondary  markets)  would  be  unnecessary  under  direct 
lending.  Most  of  the  tasks  that  would  need  to  continue  under  direct 
lending  would  be  carried  out  by  private  sector  contractors,  on  a 
competitive  basis. 

In  addition  to  these  nearly  3,000  federally-funded  stafF  working 
in  both  Federal  and  State  Government  agencies.  Federal  taxpayer 
dollars  pay  for  well  over  2,000  employees  at  so-called  "non-profit" 
guaranty  agencies  backed  by  the  Federal  Government.  These  are 
not  contractors:  there  is  no  price  competition  between  agencies  in 
getting  the  Federal  Government's  business.  They  are  paid  through 
Federal  entitlements  set  by  Congress,  and,  unlike  contractors,  the 
Federal  Government  is  legally  bound  to  bailing  them  out  of  their 
guarantor  responsibilities  if  they  go  belly  up. 


THE  MYTH  OF  ONE-SIDED  BUDGET  SCORING 

There  has  been  a  lot  of  noise  recently  over  the  fact  that  the 
Budget  Act  scores  direct  loan  administrative  costs  on  a  cash  basis, 
rather  than  an  accrual  basis.  But  complaints  about  the  Budget  Act 
should  not  be  limited  to  items  that  benefit  direct  lending.  Let  me 
add  to  the  list: 

— Using  a  more  appropriate  discount  rate  more  than  doubles  di- 
rect loan  savings.  The  interest  rates  that  students  pay  vary  annu- 
ally, and  the  subsidized  rates  that  the  Federal  Government  prom- 
ises to  banks  vary  each  quarter.  Yet  the  Budget  Act  requires  an  as- 
sumption that  the  government's  cost-of-funds  is  a  higher,  long-term 
rate,  the  10-year  bond.  This  makes  direct  lending  appear  more 
costly.  In  a  February  8,  1993,  letter,  GAO  points  out  that  using 
shorter-term  interest  rates  would  increase  direct  loan  savings  from 
$4.7  billion  to  about  $11  billion  over  5  years.  (Long-term  adminis- 
trative costs  were  already  included  in  the  GAO  estimates). 

— Budget  scoring  should  give  direct  lending  credit  for  reducing 
tax  expenditures.  The  Federal  Government  is  projected  to  lose 
more  than  $1  billion  over  5  years  because  of  tax-exempt  bonds  used 
by  student  loan  secondary  markets.  (It  is  ironic  that  the  Federal 
Government  guarantees  payment  on  loans  purchased  with  bond 
funds  that  cost  the  Federal  Grovernment  money).  In  addition,  nu- 
merous State  and  non-profit  guarantors  are  engaged  in  business 
activities  on  which  they  do  not  pay  taxes.  Direct  lending  will  elimi- 
nate these  costs. 

— Budget  scoring  should  not  claim  "savings"  from  guaranty  agen- 
cy "risk-sharing."  The  money  that  these  guarantors  "share"  is  Fed- 
eral money  in  their  reserve  funds,  yet  this  sharing  makes  guaran- 
teed loans  look  less  expensive. 

— Budget  scoring  should  consider  risks  from  conflicts  of  interest. 
An  Inspector  General's  report  has  warned  that  "billions  of  dollars 
of  the  Nation's  FFELP  portfolio  are  at  risk  because  many  guaranty 
agencies  are  affiliated  with  loan  servicers,  secondary  markets,  and 
other  FFELP  service  providers,  and  thus  have  a  clear  conflict  of  in- 
terest." The  Budget  Act  does  not  account  for  these  types  of  risks. 

It  merits  pointing  out  that  past  GAO  reports  have  always  used 
assumptions  that  are  the  most  disadvantageous  to  direct  lending 
(high  discount  rate,  long-term  administrative  costs) — and  they  al- 
ways found  that  there  would  still  be  substantial  savings  for  tax- 
payers. 

THE  MYTH  OF  THE  IVfYSTERIOUS  BACK  END 

Two  years  ago,  the  atmosphere  was  thick  with  dire  warnings 
about  direct  lending  from  those  who  profit  off  the  guarantee  sys- 
tem. For  example,  they  warned  schools  that  they  would  face  hun- 
dreds of  thousands  of  dollars  in  new  administrative  costs.  Real- 
world  experience  has  shown  these  claims  to  be  without  merit.  But 
the  industry  has  not  changed  it's  position.  Now  they  say  we  must 
wait  years  to  determine  whether  "the  government"  can  collect  pay- 
ments on  loans  as  effectively  as  "the  private  sector."  This,  again, 
is  where  we  must  reject  the  simplistic  rhetoric,  look  at  the  struc- 
ture and  incentives  in  the  two  programs,  then  ask  the  question: 
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WHICH  LOAN  IS  MORE  LIKELY  TO  BE  COLLECTED? 


Guarantee  Program 


Direct  Loan  Program 


Collected  by  private  contractors  or 
lenders  --  or  by  a  federally-backed 
guarantor  with  a  conflict  of  interest. 

— .....                                                1 
Collected  by  experienced  private 
contractors  that  will  lose  their 
contracts  if  their  collection  efforts  are 
insufficient. 

Lender  gets  repaid  98  to  TOO  percent 
even  if  the  borrower  defaults. 

Guaranty  agency  (first  backstop 
responsible  for  preventing  and 
collecting  defaults)  has  a  financial 
incentive  to  allow  defaults. 

The  direct  student  loan  concept  has  a  bipartisan  history,  and  let 
me  here  credit  the  ground  breaking  work  in  particular  by  two  Re- 
publican lawmakers,  Rep.  Tom  Petri  of  Wisconsin,  and  former  Sen. 
Dave  Durenberger  of  Minnesota.  The  promise  of  direct  loans  and 
income-contingent  repayment  is  becoming  a  reality,  and  it  is  ex- 
ceeding most  expectations.  I  hope  we  can  work  in  the  spirit  of  bi- 
partisanship to  keep  the  program  on  track. 
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Senator  Jeffords.  Thank  you,  Senator  Simon. 

Senator  Simon.  Mr.  Chairman,  I  also  understand  that  Senator 
Pell  has  an  opening  statement.  He  will  be  with  us  later,  but  he  es- 
pecially wanted  to  express  a  welcome  to  Ms.  Fawthrop. 

Senator  Jeffords.  Thank  you  very  much,  and  that  statement,  of 
course,  will  be  made  part  of  tne  record. 

[The  prepared  statement  of  Senator  Pell  follows:] 

Prepared  Statement  of  Senator  Pell 

Mr.  Chairman,  as  you  and  my  colleagues  know,  I  had  consider- 
able reservations  about  the  concept  of  a  direct  loan  program  when 
it  was  proposed  over  2  years  ago.  At  a  time  when  we  were  moving 
toward  greater  private  sector  participation,  this  idea  went  the 
other  way. 

As  a  result  of  the  reservations  which  you,  I  and  several  other 
members  of  this  committee  had,  we  agreed  that  it  was  best  to  test 
the  idea.  This  would  allow  us  to  see  if  it  worked  or  didn't  work, 
and  particularly  to  see  if  it  worked  to  the  benefit  of  students. 

Today,  we  are  in  the  second  full  year  of  that  test.  Rather  than 
change  the  ground  rules  of  the  agreement  we  reached  in  Con- 
ference over  2  years  ago,  I  am  of  the  mind  that  we  ought  to  stay 
the  course.  We  should  run  the  test  to  completion  and  tnen,  when 
we  reauthorize  the  Higher  Education  Act,  make  a  decision  to  go 
completely  to  direct  loans,  to  abandon  the  idea  and  go  back  to  the 
private  sector,  or  to  maintain  a  mix  of  the  two  approaches.  We  may 
want  to  make  minor  adjustments  to  maintain  a  level  playing  field 
between  both  programs,  but  I  believe  we  should  not  touch  the  basic 
components  of  the  Conference  agreement.  More  specifically,  I  am 
inclined  to  oppose  any  effort  to  move  to  full  direct  lending  at  this 
point  or  to  scale  back  the  Conference  agreement. 

Finally,  I  want  to  welcome  a  fellow  Rhode  Islander  to  this  hear- 
ing. Lynn  Fawthrop,  the  Director  of  Student  Financial  Aid  at  Roger 
Williams  University,  will  be  testifying  in  her  capacity  as  Chairman 
of  the  Advisory  Committee  on  Student  Financial  Assistance.  We  in 
Rhode  Island  have  a  great  deal  of  respect  for  Lynn  who  is  an  ex- 
ceptionally talented  and  hard-working  individual.  We  are  fortunate 
to  have  her  on  the  Advisory  Committee,  and  I  look  forward  to  hear- 
ing her  testimony. 

Senator  Jeffords.  Let  me  now  introduce  the  first  panel,  and 
thank  each  of  you  for  being  with  us  this  morning  to  discuss  this 
very  important  issue. 

Our  first  witness  on  panel  one  is  Cornelia  Blanchette.  Ms. 
Blanchette  is  the  associate  director  for  education  and  employment 
issues  at  the  General  Accounting  Office.  Much  of  her  work  has  fo- 
cused on  education  reform,  higher  education,  and  workplace  qual- 
ity. We  welcome  you. 

Our  next  witness  is  Mr.  Steven  McNamara.  He  is  the  assistant 
inspector  general  for  audit  at  the  U.S.  Department  of  Education,  a 
position  that  he  has  held  since  1991. 

Ms.  Lynn  Fawthrop  is  a  member  of  the  Advisory  Committee  on 
Student  Financial  Assistance.  She  was  appointed  to  the  committee 
in  1990,  and  since  1993,  she  has  served  in  the  role  of  chair.  In  ad- 
dition, she  has  been  director  of  financial  aid  at  the  Roger  Williams 
University  in  Bristol,  RI  since  1989. 
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And  our  last  witness  on  this  panel  is  Dr.  Rudolph  Penner.  Dr. 
Penner  is  the  managing  director  of  Barents  Group,  LLC,  of  KPMG 
Peat  Marwick,  in  Washington,  DC.  Previously,  he  served  as  a  sen- 
ior fellow  at  The  Urban  Institute  and  director  of  the  Congressional 
Budget  Office. 

Because  of  the  large  number  of  witnesses  that  we  have  this 
morning,  I  will  ask  each  of  you  to  be  mindful  of  this  red  light  that 
will  pop  on.  If  you  have  a  longer  statement,  we  will  make  it  part 
of  the  record,  and  we  will  try  to  accommodate  you  if  you  go  a  little 
over  the  time;  but  in  order  to  make  sure  we  get  everyone  in  this 
morning,  we  are  going  to  have  to  be  pretty  strict  on  that. 

So  would  you  please  start,  Ms.  Blanchette?  We  appreciate  having 
you  here,  and  please  go  ahead. 

STATEMENTS  OF  CORNELIA  M.  BLANCHETTE,  ASSOCL^TE  DI- 
RECTOR,  EDUCATION  AND  EMPLOYMENT  ISSUES,  U.S.  GEN- 
ERAL  ACCOUNTING  OFFICE,  WASHINGTON,  DC;  STEVEN  A. 
McNAMARA,  ASSISTANT  INSPECTOR  GENERAL  FOR  AUDIT, 
U.S.  DEPARTMENT  OF  EDUCATION,  WASHINGTON,  DC;  LYNN 
M.  FAWTHROP,  CHAIRPERSON,  ADVISORY  COMMITTEE  ON 
STUDENT  FINANCIAL  ASSISTANCE,  WASHINGTON,  DC;  AND 
RUDOLPH  G.  PENNER,  MANAGING  DIRECTOR,  BARENTS 
GROUP,  KPMG  PEAT  MARWICK,  WASHINGTON,  DC 

Ms.  Blanchette.  Thank  you,  Mr.  Chairman. 

I  am  pleased  to  be  here  today  to  discuss  the  direct  student  loan 
program.  Problems  have  continually  plagued  the  Federal  student 
loan  program.  The  Federal  Family  Education  Loan  Program, 
FFELP,  has  experienced  high  default  rates  and  lacks  the  accurate 
and  timely  information  required  for  sound  program  management. 

These  problems  can  be  attributed  at  least  in  part  to  a  complex 
program  structure  involving  thousands  of  lenders  and  guaranty 
agencies. 

Congress  established  the  direct  student  loan  program  to  simply 
the  student  loan  process.  Under  FFELP,  mostly  private  sector  lend- 
ers make,  service  and  collect  student  loans,  and  State  guaranty 
agencies  guarantee  the  loans  against  default. 

Under  the  direct  student  loan  program,  the  Federal  Grovernment 
makes  the  loans,  but  schools  generally  disburse  the  funds  on  behalf 
of  the  Federal  Government,  and  a  Federal  contractor  is  responsible 
for  the  day-to-day  servicing  and  collection  of  loans. 

The  direct  loan  program  is  to  be  gradually  phased  in  over  5 
years,  beginning  with  tne  current  academic  year.  As  you  requested, 
today,  we  will  focus  on  characteristics  of  Year  one  and  year  two 
schools  and  the  preliminary  results  of  a  survey  we  are  conducting 
of  year  one  school  officials  to  obtain  their  views  on  the  program. 

For  the  first  year  of  the  direct  loan  program,  the  Department  se- 
lected 105  schools.  Two  year  one  schools  dropped  out.  In  addition, 
two  schools  and  one  university  system,  which  the  Department  ini- 
tially counted  separately,  chose  to  report  as  one  entity.  As  a  result, 
102  schools  remained  in  the  program.  A  little  more  than  half  are 
4-year  schools;  of  these,  about  two-thirds  are  public  institutions. 

Although  proprietary  schools  were  slightly  more  than  one-third 
of  the  year  one  schools,  they  accounted  for  only  4  percent  of  the  di- 
rect loan  disbursements  made  during  the  program's  first  6  months. 
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Four-year  public  and  private  schools  accounted  for  95  percent  of 
the  total  loan  volume  during  this  period. 

Direct  loans  can  be  made  by  the  participating  schools  themselves 
or  by  alternative  originators — that  is,  entities  that  make  loans  for 
the  schools.  Of  the  102  year  one  schools,  58  percent,  mostly  4-year 
public  schools,  are  making  direct  loans  themselves.  In  contrast,  86 
percent  of  the  proprietary  schools  use  alternative  originators. 

To  give  a  sense  of  how  the  direct  loan  program  has  been  working, 
we  asked  a  judgmentally  selected  sample  of  year  one  school  offi- 
cials to  comment  on  their  experiences  with  the  direct  loan  program. 
Overall,  representatives  of  the  38  schools  we  contacted  were  very 
pleased  with  the  recommendation  and  with  the  assistance  and 
guidance  provided  by  the  Department  and  the  loan  servicing  con- 
tractor. However,  nine  schools  recounted  difficulties  they  experi- 
enced in  reconciling  their  disbursement  records  with  those  of  the 
loan  service  contractors. 

By  the  beginning  of  1995,  the  Department  had  selected  1,495 
schools  to  participate  in  year  two.  However,  104  of  these  schools 
have  withdrawn.  Two  were  among  the  five  largest  schools  selected 
to  participate.  To  compensate  for  the  withdrawal  of  schools,  the  De- 
partment has  begun  adding  schools.  As  of  March  21st,  the  Depart- 
ment had  added  29  schools. 

We  contacted  officials  of  seven  large  schools  and  two  smaller 
schools  that  left  the  program  to  learn  their  reasons  for  withdraw- 
ing. Officials  at  eight  schools  said  they  had  withdrawn  primarily 
because  of  computer-related  or  other  resource  concerns.  Officials  at 
several  of  the  schools  were  concerned  about  the  future  of  the  direct 
loan  program.  They  were  concerned  that  the  program  might  not  be 
fully  funded  in  the  future  or  that  it  might  be  rescinded. 

The  direct  loan  volume  generated  by  year  two  schools  may  be 
substantially  less  than  the  40  percent  goal  specified  in  the  law.  We 
estimate  that  on  the  basis  of  schools'  planned  direct  loan  usage,  the 
direct  loan  volume  for  year  two  could  be  as  low  as  29  percent  of 
total  new  loan  volume. 

Proprietary  schools  will  make  up  about  half  of  the  schools  in  year 
two.  However,  based  on  the  Department's  data,  direct  loans  at  pro- 
prietary schools  will  comprise  only  15  percent  of  loan  volume. 

To  be  eligible  to  participate  in  the  direct  loan  program  in  year 
two,  a  school  must  have  a  satisfactory  FFELP  default  rate.  Al- 
though most  of  the  year  two  schools  have  satisfactory  default  rates, 
about  4  percent  have  rates  near  or  above  the  eligibility  threshold 
and  could  lose  their  eligibility.  Almost  all  of  the  4  percent  are  pro- 
prietary schools. 

In  conclusion,  the  schools  participating  in  year  one  are  generally 
satisfied  with  the  Department's  performance  in  implementing  the 
program  and  responding  to  problems  as  they  surface.  As  of  March 
21st,  the  Department  had  not  selected  enough  schools  to  meet  the 
legislative  goal  for  year  two  direct  loan  volume.  Part  of  the  short- 
fall is  due  to  the  withdrawal  of  schools.  These  schools'  principal 
stated  reason  for  withdrawing  was  insufficient  resources  to  imple- 
ment direct  lending.  However,  our  sense  is  that  the  schools  might 
be  more  concerned  about  the  uncertainty  surrounding  the  future  of 
the  program. 
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Mr.  Chairman,  this  concludes  my  statement,  and  I  would  be 
nappy  to  answer  any  questions. 
Senator  Jeffords.  Thank  you  very  much. 
[The  prepared  statement  of  Ms.  Blanchette  follows:] 

Statement  of  Cornelia  M.  Blanchette. 

Associate  Director, 

Education  and  Employment  Issues, 

Health.  Educauon.  and  Human  Services  Division 

Mr.  Chairman  euid  Meinbers  of  the  Subcommittee: 

We  are  pleased  to  be  here  today  to  discuss  our  work  on  the 
Federal  Direct  Student  Loan  Program  that  we  believe  will  assist 
you  and  your  Subcommittee  in  your  deliberations  on  the  future  of 
this  program. 

Federal  student  loan  prograims  have  provided  billions  of 
dollars  in  finaincial  aid  to  postsecondary  education  students  over 
the  last  25  years,  but  problems  have  continually  plagued  the 
programs.   For  example,  the  guaranteed  student  loan   program — now 
entitled  the  Federal  Family  Education  Loan  Program  (FFELP)--has 
experienced  high  student  loan   defaults  and  lacks  the  accurate  and 
timely  information  required  for  sound  management  decisions.  This 
is  attributed  partly  to  a  complex  and  costly  progreun  structure 
involving  thousands  of  lenders,  guarauity  agencies,  suid  other 
participants .   To  address  these  problems  the  Congress  enacted  the 
phase-in  of  the  direct  student  loan  program.   As  the  Department 
of  Education  implements  the  phase-in,  several  issues  and 
potential  pitfalls  should  be  considered  involving  the  selection 
of  schools  and  administration  of  the  program. 

For  today's  testimony,  you  asked  us  to  focus  on  (1) 
information  we  have  gathered  and  analyzed  on  schools  that  are 
participating  in  the  first  year  of  the  program  (referred  to  as 
"year  one"),  which  started  on  July  1,  1994;  (2)  the  preliminary 
results  of  a  survey  we  are  conducting  for  the  Subcommittee  of 
year-one  schools  to  obtain  their  views  on  their  experiences  with 
the  progreun;  and  (3)  information  on  schools  selected  for  year 
two,  which  begins  on  July  1,  1995. 

We  want  to  highlight  some  the  key  findings : 

One  hundred  and  two  postsecondary  schools  are  participating 
in  year  one.   They  represent  an  aggregate  of  5  percent  of 
fiscal  year  1991  student  loan  volume. 

Schools  participating  in  year  one  are  very  satisfied  with 
the  Department's  implementation  of  the  direct  loan  program. 

For  schools  that  the  Department  selected  for  year  two,  as  of 
March  21,  1995,  the  aggregate  loem  volume  is  short  of  that 
year's  40-percent  goal.   Part  of  this  shortfall  may  be 
attributed  to  the  uncertainty  regarding  the  future  of  the 
direct  loan  program. 
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The  federal  govemmenc,  through  the  Department  of  Education, 
has  been  providing  guaranteed  student  loans  to  postsecondary 
students  under  the  Higher  Education  Act  of  1965,  as  amended.   In 
fiscal  year  1994,  over  $23  billion  in  student  loans  were  made 
availaUale  co  borrowers  through  prograuns  authorized  by  this 
statute.   FFELP  provides  for  lenders,  mostly  from  the  private 
sector,  to  make  loans  to  eligible  borrowers,  and  for  state- 
designated  guaranty  agencies  to  guarantee  the  loauis  against 
borrower  default  or  other  statutory  reasons  for  nonpayment. 
Federal  costs  under  FFELP  are  principally  interest  subsidy 
payments  to  lenders  making,  holding,  and  collecting  loans,  and 
payments  to  guaranty  agencies  to  partly  reimburse  them  for  loan 
default  claims  they  paid  to  lenders  and  for  their  administrative 
expenses . 

The  Federal  Direct  Student  Loan  Program,  originally 
authorized  by  the  Higher  Education  Amendments  of  1992,  was 
established  in  part  because  of  high  student  loan  default  rates 
and  ocher  problems  in  FFELP  (as  documented,  for  example,  by  our 
High-Risk  Series  and  other  reports) .   The  program  is  an  effort  to 
sinipiify  the  student  loan   process  by  eliminating  private  sector 
lenders  and  guaranty  agencies,  and  to  reduce  federal  costs  mostly 
by  eliminating  interest  subsidy  payments  to  lenders.  Under  the 
direct  loan  program,  the  government  makes  the  loans,  but  the 
schools  actually  disburse  the  funds  on  behalf  of  the  government. 
A  government  contractor  is  responsible  for  the  day-to-day 
servicing  and  collecting  of  the  loeuis  and  processing  loans  that 
nay  default.   The  Department  selects  schools  to  participate  in 
che  program  based  on  guidelines  published  in  the  Federal 
P.ggjstar  ■   Schools  cam  then  make  direct  loans  to  all  of  their 
scudencs  or  to  a  selected  part  of  their  student  enrollment,  such 
as  first-year  students,  and  allow  other  students  to  obtain  loans 
through  FFELP. 

The  direct  loan  program,  as  originally  authorized,  was  to 
operate  as  a  4 -year  piloc  program.   The  Department  was  to  select 
schools,  which  were  to  represent  5  percent  of  the  student  loan 
volume,  to  participate  in  the  program  over  the  4  years.  But  that 
changed  with  the  Student  Reform  Act  of  1993.   Under  the  1993 
legislation,  the  direct  loan  program  is  to  be  gradually  phased  in 
over  5  years,  begirjiing  with  the  1994-95  academic  year.   In  the 
first  year,  direct  loan  volume  is  to  represent  5  percent  of  new 
student  loan  volume;  in  the  second  year,  40  percent;  in  the  third 
and  fourth  years,  50  percent;  and  by  the  fifth  year  (the  1998-99 
academic  year),  60  percent.  The  Department  can   exceed  the  goals 
for  years  3  through'  5'  if  more  schools  want  to  participate. 

The  law  allows  these  goals  to  be  exceeded  beginning  in  the 
1996-97  academic  year  if  the  Department  of  Education  determines 
that  more  eligible  schools  want  to  participate  in  the  direct  loan 
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progrzun.   Th«  law  also  specifies  that  the  Deparcincnc  use  'the 
most  recent  program  data  availeLble*  to  estimate  student  loem 
volume.   The  Department  used  fiscal  year  1991  FFELP  data  for 
estimating  ye2u:-one  loan  volume  and  fiscal  year  1992  data  for 
year-two  estimates. 

The  Department,  in  its  fiscal  year  1996  budget  request, 
proposed  accelerating  the  implementation  of  direct  loems  to  all 
schools  by  1997-98.   Several  bills  have  been  introduced  in  the 
104th  Congress  (including  S.  495  and  H.R.  530)  that  would,  if 
enacted,  cap  direct  loems  at  40  percent  of  new  loan  volume. 

INFORMATTOM   ON    SCHOOLS 
PAP.TICTPATTMG    tN    VSAR    QUe 

For  the  first  year  of  the  direct  loam  program,  the 
Department  selected  105  schools  from  the  approximately  1,100  that 
applied.  The  Department  estimated  the  direct  loan   volume  for  the 
105  schools  at  $729  million,  or  about  5  percent  of  student  loan 
volume  for  the  1994-95  academic  year. 

After  the  Department  made  its  original  selection  of  yeaur-one 
schools,  two  dropped  out.  A  4-year  private  school  withdrew 
because  of  concerns  about  the  resources  it  would  need  to 
implement  direct  lending.  A  proprietary  school  {that  is,  a  for 
profit,  vocational  school)  dropped  out  because  it  went  out  of 
business.  Additionally,  two  4-year  private  schools  in  one 
university  system  (the  main  ceunpus  and  a  bremch  campus),  which 
the  Department  initially  listed  separately,  chose  to  report  their 
direct  loan  data  on  a  combined  basis.   As  of  Februaury  1995,  102 
schools  were  in  the  program. 

As  shown  in  tcLble  1,  56  of  the  102  year-one  schools  are  4- 
year  schools.   Of  these,  34  are  public  and  22  are  private 
schools. 


Table  1:   !Cinds  ef  Schools 
Program. 


LH  the  First  Year  of  ghe  Direct  Loan 


Kind  of  school 

Number  of 
schools 

Percentage 

4-ye«u:  public 

34 

33.3 

4 -year  private 

22 

21.6 

2-yeaLr,  or  less,  public 

9 

8.8 

Proprietary 

37 

36.3 

Total 

103 

100.0 
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Although  proprietary  schools  were  the  largest  portion  of 
year-one  schools  (36.3  percent),  they  accounced  for  only  3.7 
percent  of  the  SS76  million  in  direct  loan  disbursements  made 
during  the  program's  firsc  6  months,  ending  on  December  31,  1994. 
Four-year  public  auid  private  schools,  with  almost  $549  million  in 
direcc  loans  made  to  their  students,  accounted  for  95  percent  of 
the  total  loan  volume  during  this  period  (see  table  2) . 

Table  2:   airect  Loans  Made  ac  Year-One  Schools.  July  1  to 
Secernber  31.  1994 

Dollars  in  millions 


Kind  of  school 

Amount  of 

direct  loans 

made 

Percentage 

4 -year  public 

S439.2 

76.2 

4 -year  private 

109.7 

19.0 

2-year,  or  less,  public 

6.1 

1 . 1 

Proorietar*/                       21.1 

3.7 

Total 

$576.1  1         100.0 

For  year  one,  the  Department  selected  schools  that  were 
widely  dispersed  around  the  country.   All  but  five  states  had  at 
lease  one  year-one  school. 


M(!:--r  Year-One  gchools 
Cri~ir.a-e  ^irecr  loans 

Direct  loans  can  be  .made  by  the  participating  schools 
themselves  or  by  an  alternacive  originator--an  entity  that  makes 
loans  for  schools.   On  the  basis  of  its  assessment  of  such 
factors  as  a  school's  financial  condition,  history  of  loan 
defaults,  and  reported  audit  findings,  the  Department  determines 
whether  a  school  is  permitted  to  make  loans  or  whether  the  school 
must  use  an  alternative  originator.   A  school  may  choose  to  use 
an  alternative  originator  if  it  wishes. 

Of  the  102  year-one  schools,  59  schools--mostly  4-year 
public  schools — are  making  direct  loans  themselves  (see  table  3). 
Thirty-one  proprietary  schools  use  alternative  originators  to 
make  direct  locins  to  their  students . 
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TaOie  2  ; Hqw  Vear-One  Schools  Oriainace  r.nans 

Dollars  in  thousands 


Kind  of  school 

Schools  making  their 
own  loans 

Schools  using 
alternative      | 
originators      | 

Number  of 
schools 

Loem 
volume 

Number  of 
schools 

Loan 
volume 

4-year  pxiblic 

30 

$406,633 

4 

$32,601 

4 -year  privace 

20 

108,643 

2 

1,086 

Propriecary 

6 

10,163 

31 

10,954 

2 -year  public 

3 

4,596 

6 

1,461 

Total 

59 

$S30,03S 

43 

$46,102 

VIEWS  OF  T^JkR-OlTE    SCHOOLS  ON 
THEIR  DIRECT  LENDING  5XPERTENCSS 

To  gee  a  sense  of  how  the  direct  loan  progreun  has  been 
working  so  far,  we  conducted  telephone  interviews  with  a 
judgmentally  selected  sample  of  17  yeeu:-one  schools.   In 
addition,  using  a  short  questionnaire  on  the  Internet,  we  asked 
school  finamcial  aid  officials  at  selected  year-one  schools  to 
comment  on  their  experiences  with  the  direct  loem  program.  We 
will  report  to  the  Subcommittee  on  the  complete  results  of  this 
sur-zey  in  the  future,  but  we  want  to  share  with  you  a  brief 
summary  of  what  the  schools  had  to  say  aibout  their  experiences 
with  this  new  program. 

Overall,  representatives  of  the  3  8  schools  we  contacted  were 
very  pleased  with  direct  lending  and  with  the  assistemce  and 
guidance  provided  by  the  Department  of  Education's  Direct  Loam 
Task  Force  (the  Department  unit  formed  to  implement  the  direct 
loan  program)  and  the  loan  servicing  contractor.   In  general,  the 
schools  preferred  direct  lending  over  FFELP  because  they  believed 
the  program  benefits  both  students  and  schools.   Some  of  their 
comments  were  as  follows: 

Students  get  their  loan  proceeds  much  faster. 

The  direct  loem  process  is  less  complex  and  confusing  than 
FFELP  for  students  and  their  parents. 

Schools  have  more  control  over  the  loem  process. 

Representatives  of  20  schools  said  that  the  direct  loem 
program  did  not  have  emy  disadvantages  when  compared  with  FFELP. 


23 

Buc  nine  schools  recounted  difficulties  they  experienced  in 
reconciling  their  records  of  direct  loan  disbursements  with  those 
of  the  loan  servicer.   Schools  were  drawing  down  funds  from  the 
government  auid  disbursing  loan  proceeds  to  students  but  were 
delaying--in  part  because  of  software  interface  probleins--the 
reporting  of  these  actions  to  the  direct  loan  servicer,  which 
requires  periodic  reconciliation.   This  has  been  a  very  time- 
consuming  amd  tedious  experience,  and  has  contributed  to 
difficulties  in  reporting  accurate  fineuicial  information.   The 
Department's  Office  of  Inspector  General's  (OIG)  fiscal  year  1994 
audit  report  of  the  direct  loan  program,  issued  on  March  17, 
1995,  identified  this  as  am  internal  control  weakness.   OIG 
representatives  said  that  the  Department  has  acknowledged  the 
problem  and  has  been  working  on  resolving  it  for  some  time. 

Even  though  some  schools  had  experienced  problems, 
representatives  from  the  3  8  schools  said  they  would  recommend  the 
direct  loaui  program  to  other  schools  and  said  they  intend  to 
continue  in  the  program  beyond  the  first  year. 

-NFQPmTION  ON  SCHOOLS  SSLECTZD 
^^  — ^ — ^ -•*      ■■/■■■.  .  *i\j 

On  July  1,  1995,  the  direct  loan  program  will  begin  its 
second  year.   On  December  29,  1994,  the  Department  published  a 
list  of  1,495  schools  it  had  selected  to  participate  in  year  two. 
The  Department  estimated  that  the  selection  of  these  schools 
would  result  in  direct  loans  representing  about  40  percent  of 
student  loams  for  the  1995-96  academic  year. 

However,  Department  data,  as  of  March  21,  1995,  showed  that 
104  of  the  1,495  schools  had  withdrawn  from  the  progrcim,  74  of 
which  were  4-year  schools.   Two  of  these  were  among  the  five 
largest  schools  selected  to  participate  in  year  two,  with  a 
combined  fiscal  year  1992  student  loan  volume  of  $121  million. 
As  shown  in  table  4,  the  104  schools  that  withdrew  had  a  combined 
1992  loan  volume  of  $620  million,  nearly  11.5  percent  of  the  S5.4 
billion  the  Department  estimated  for  year-two  schools. 
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Table  4:   Year-Two  <^ghQQl  Withdrawals  and  Additions,  from 
:)ecember  29.  19QA.  rhrouah  March  21.  199S 

Dollars  in  millions 


Withdrawals 

Additions 

Net  changes 

Kind  of 
school 

Number 

of 
schools 

FT  1992 
loan 
volume 

Number 

of 
schools 

FY  1992 
loan 
volume 

Number 

of 
schools 

FY  1992 

loan 
volume 

4-yr  public 

26 

S281.5 

8 

S30.S 

-18 

S-251.0 

2-yr  public 

14 

15.6 

6 

4.0 

-8 

-11.6 

Proprietary 

16 

15.4 

13 

10.3 

-3 

-5.1 

4-yr  private 

48 

307.3 

1 

3.1 

-47 

-304.2 

2-yr  private 

0 

0 

1 

0.1 

♦1 

-0.1 

Total 

10« 

$619.8 

39 

$4t.O 

-75 

$-573.0 

To  compensate  for  the  withdrawal  of  the  104  schools,  the 
Department  begem  adding  schools  for  year  two.  As  of  March  21, 
1995,  the  Department  had  added  29  schools  with  an  aggregate 
fiscal  year  1992  loan  volume  of  $48  million  for  a  net  reduction 
of  75  schools  cind  a  1992  loan  volume  of  $572  million.   According 
CO  a  Department  official,  the  Department  is  continuing  the 
process  of  selecting  replacement  schools. 

We  contorted  officials  of  seven  large  schools  eind  two 
smaller  schools  that  left  the  program  to  learn  their  reasons  for 
withdrawing.   Officials  at  eight  schools  said  they  withdrew 
primarily  because  of  computer-related  or  other  resource  concerns 
at  their  schools.   For  example,  an  official  at  a  large  4-year 
public  school  said  the  school  was  working  on  a  major  computer 
upgrade  and  could  not  free  up  the  staff  needed  to  revise  systems 
to  operate  under  the  direct  loan  program.  The  official  said  the 
school  was  undergoing  staff  cuts  and  would  assess  its  resources 
before  deciding  whether  to  enter  the  direct  loan  prograun  in  year 
three . 

An  official  at  another  4-year  public  school  said  that  after 
talking  to  representatives  from  year-one  schools,  the  school 
realized  that  it  did  not  have  the  resources  to  start  direct 
lending  because  its  staff  was  fully  occupied  with  implementing 
other  new  software.   But  the  official  said  the  school  expects  to 
participate  in  year  three. 

An  official  of  a  small  4-year  private  school  said  the  school 
withdrew  primarily  because  its  guaranty  agency  and  loam  servicer 
under  FFEL?  began  providing  improved  service  last  fall  and  helped 
the  school  fully  implement  new  software  and  an  electronic  funds 
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crar.sfer  system.  As  a  result,  its  day-to-day  administration  of 
FFEL?  is  no  longer  unwieldy,  «uid  its  error  rates  and  processing 
tir.e  have  been  cut  dramatically,  making  the  direct  loan  program 
less  attractive  compared  with  FFELP. 

Officials  we  spoke  with  at  several  of  the  schools  that 
withdrew  were  also  concerned  about  the  future  of  the  Federal 
Direct  Student  Loam  Program.  They  were  concerned  that  the 
program  might  not  be  fully  funded  in  the  future  or  that  it  might 
be  rescinded. 

Year-Two  Loan  Volume  Mav  Se 
3el3w  4C-?erc:ent  Goal 

The  direct  loan  volume  generated  by  year-two  schools  may  be 
substantially  less  them  40  percent  of  student  loauis — the  goal 
specified  in  the  law.   This  may  occur  because  (1)  some  of  the 
schools  originally  selected  to  participate  subsequently  withdrew, 
as  we  discussed  previously,  and   (2)  the  Department's  estimates  of 
direct  student  loan  volume  for  year-two  schools  were  based  on  its 
assumption  that  all  student  loans  at  participating  schools  would 
be  direct  loans.   That  is,  the  Department  estimated  that  year-two 
schools  no  longer  would  make  any  new  loans  under  FFEL?.   A 
Department  official  said  that  this  was  done  as  a  precaution  to 
avoid  exceeding  the  40 -percent  goal. 

Using  its  assumption  that  all  year- two  schools  would  make 
direct  loans  exclusively,  and  using  fiscal  year  1992  student  loan 
data,  the  Department  estimated  loan  volume  for  the  original  list 
of  1,495  year-two  schools  at  $5.4  billion.   This  represented  36.7 
percent  of  the  S14.7  billion  in  fiscal  year  1992  student  loem 
volume.   But  some  schools  specified  a  lesser  percentage  of  direct 
lean  participation  in  their  applications . 

Using  the  Department's  March  21,  1995,  revised  list  of  1,420 
schools  selected  for  year  two,  we  found  that  925  schools  (65.1 
percent)  intended  that  direct  loans  would  be  100  percent  of  their 
new  loan  volume.   We  adjusted  the  Department's  estimate  of  the 
percentage  of  direct  loams  that  the  schools  planned  to  make  in 
year  two,  aind  estimated  that  direct  loam,  volume  for  year  two 
could  be  about  S4.2  billion  (see  table  5).   This  is  about  28.7 
percent  of  fiscal  year  1992  student  loan  volume,  a  shortfall  of 
11.3  percentage  points — about  $1.7  billion — from  the  40-percenc 
goal. 
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Taiaie  =; Exrent  of  Direct  Loan  Program  ?arr-:r<nari 

for  Year-T-^o  Schools .  as  of  March  21.  1995 

Dollars  in  millions 


an 


Direct  loan 

percentage  of 

new  loan  volume 

Number  of 
schools 

Percentage 
of  total 
schools 

Estimated 
direct 

loan 
volume 

10  0  percent 

925 

65.1 

S3, 402.0 

75  to  99  percent 

153 

10.8 

389.4 

50  to  74  percent 

223 

15.7 

274.7 

30  to  49  percent 

119 

8.4 

173.4 

Total 

1,420 

100.0 

$4,339.5 

If  year-two  direct  student  loaui  volume  fails  to  approximate 
the  40-percent  goal  stated  in  the  Student  Reform  Act,  the 
government  may  fail  to  fully  achieve  the  cost  savings  anticipated 
for  direct  loans.   The  cost  saving  estimate  is  predicated  on  the 
phased- in  implementation  of  direct  lending  as  provided  by  the 
statute.   Department  officials  said  that  they  are  confident  that 
enough  schools  will  participate  in  years  two  and  three  to  achieve 
the  cost  savings  target. 

Characteristics  of  gchools 
Selected  for  ?ear  Two 

Table  6  shows  the  kinds  of  schools  the  Department  selected 
to  participate  in  year  two.   Similar  to  the  distribution  of 
schools  in  year  one,  proprietary  schools  will  make  up  the  largest 
nvimber  of  the  schools  in  year  two. 
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Kinds  of  Schools  Selected  for  Year  Two,  as  of  March  21. 


Kind  of  school 

Number 

Percentage 

4 -year  public 

231 

16.3 

4 -year  private 

238 

16.8 

2 -year  public 

160 

11.3 

2 -year  private 

63 

4.4 

Proprietary 

728 

51.3 

Toeal 

1,420 

100,1' 

Does  not  totaj.  IOC  pe 

rcent  oecaus 

e  or  rounaing 
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Table  7  shows  che  discribution  of  estimaced  direct  loan 
volusie  for  "he  different  kinds  of  schools  for  year  cwo.  Based  on 
our  review  of  che  Deparcmenc ' s  daca,  direcc  loams  at  proprietary 
schools  will  comprise  15.4  percent  of  loeui  volume. 

Tablg  ^:   g-iscal  Y^ar  1992  Student  Loan  Volume  for  Schools 
Selec-ed  for  Year  '^n .    as  of  March  21.  1995 

Dollars  in  millions 


Kind  of  school 

FY  1992 
volume 

Percentage 

4 -year  public 

S2,386.8 

56.3 

4-vear  orivata 

085.7 

23.3 

2-vear  oublic 

147.4 

3.5 

2 -year  private 

65.3 

1.6 

Proprietary 

653.7 

15.4 

Total 

$4,239.5 

100.1' 

*Does  not  total  100  percent  because  of  rounding. 

Schools  selected  to  make  direct  loans  in  year  two  are 
located  in  every  state,  except  Alaska,  and  are  also  located  in 

the  District  of  Columbia,  Guam,  Puerto  Rico,  and  the  Virgin 
Islands.   California  will  have  the  largest  number  of  direct  locin 
schools  (203  schools),  with  direct  loans  estimated  to  total 
S36S.9  million. 

Department  records  show  that  as  of  March  21,  1995,  22.2 
percent  of  all  schools  in  FFEL?  (1,420  of  6,403)  planned  to 
participate  in  year  two  of  the  direct  loan  program.   Arizona  wil] 
have  the  largest  percentage  of  schools  participating  in  the 
direct  loan  program  in  year  two,  with  3  8.4  percent  of  schools  in 
t.-e  state  (36  of  94  schools)  participating.   Appendix  I  shows  a 
tabulation,  based  on  Department  data,  of  the  number  of  schools 
that  will  be  participating  in  FFELP  and  the  direct  loan  program, 
by  state,  in  academic  year  1995-96,  as  of  March  21,  1995. 

Of  the  104  historically  black  colleges  and  universities 
(HBCUs),  74  will  participate  in  year  two.   Six  HBCUs  are 
currently  participating  in  year  one. 

Ninety- two  schools  that  the  Department  selected  to 
participate  in  year  two  of  the  direct  loam  prograun  had  no  FFELP 
borrowers  in  repayment  in  fiscal  years  1990  through  1992,  and 
thus  may  have  had  little  or  no  FFELP  experience.   Seventy-three 
of  these  schools  are  proprietary  schools. 
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FF^L?  Dgfaulr  -^ates  of 
:3ireg>  loan  Schools 

In  selecting  schools  for  year  two,  the  Department  stated 
that  to  be  eligible,  a  school  (1)  must  have  a  cohort  default  rate 
of  less  than  2S  percent  for  at  least  one  of  the  three  most  recent 
fiscal  years  for  which  data  are  available  and  (2)  must  not  be 
prohibited  from  participating  in  FFELP  because  its  default  rates 
exceed  statutory  limits.   In  general,  the  cohort  default  rate  is 
the  percentage  of  a  school's  FFELP  borrowers  who  enter  repayment 
status  in  a  fiscal  year  emd  default  by  the  end  of  the  following 
fiscal  year.  We  examined  the  default  rates  of  the  2,420  schools 
selected  for  yeeu:  two  to  determine  the  extent  to  which  they  met 
the  Department's  eligibility  criteria. 

Overall,  the  fiscal  year  1992  aggregate  FFELP  default  rate 
(the  latest  data  availcible)  of  the  schools  selected  for  year  two 
was  11.3  percent.   This  is  3.7  percentage  points  lower  than  the 
15-percent  aggregate  default  rate  of  all  schools  nationwide, 
including  direct  loan  schools  (see  teible  8)  . 

Table  9; Aaareaate  Default  Rates  for  Flsgal  Years  1990-1992  .- 

Year-T-^o  Schools  Versus  All  Schools  in  FFEL? 

Percentages 


Kind  of 
school 

1992 

1991 

1990 

All 
schools 

Year 
two 

All 
schools 

Year 

two 

All 
schools 

Year 
two 

4 -year 
public 

7.0 

7.3 

6.6 

6.8 

7.0 

7.2 

4 -year 
private 

6.4 

7.8 

5.9 

7.2 

6.5 

7.0 

2 -year 

public 

14.5 

15.3 

14.8 

14.7 

17.2 

17.2 

2 -year 
private 

14.3 

15.0 

14.9 

14.4 

18.5 

14.8 

Proprietary 

30.2 

20.0 

36.2 

19.6 

41.2 

19.2 

Total 

15.0 

11.3 

17.8 

10.6 

22.4 

11.0 

Although  most  schools  had  fiscal  year  1992  FFELP  cohort 
default  rates  below  statutory  minimums,  several  schools  had 
default  rates  above  the  minimums.  Ten  schools  (nine  proprietary 
cind  one  2-year  public)  had  default  rates  that  exceeded  40 
percent.  Although  these  schools  could  be  subject  to  the  loss  of 
all  title  IV  program  eligibility,  the  Department  had  not 
initiated  action  against  these  schools  as  of  March  21,  1995. 
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Three  schools  (all  proprietary)  had  default  rates  of  25 
percent  or  higher  for  fiscal  years  1990,  1991,  and  1992.  These 
schools — if  they  do  not  successfully  appeal — could  lose  their 
eligibility  for  FFELP.  According  to  a  Department  official,  all 
three  schools  had  appeals  pending  with  the  Department  as  of  March 
7,  1995,  and  remain  eligible  to  participate  in  ?FEL?  until  their 
appeals  are  resolved. 

Forty-nine  schools  (46  proprietary  schools,  one  4-year 
private  school,  and  two  2 -year  public  schools)  had  default  rates 
of  25  percent  or  higher  for  both  fiscal  years  1991  and  1992. 
While  these  schools '  default  rates  do  not  exceed  the  eligibility 
criteria,  the  schools  could  lose  FFELP  eligibility  next  year  if 
their  fiscal  year  1993  default  rates  are  25  percent  or  higher. 
In  addition,  another  99  year-two  schools  (81  proprietary  schools) 
had  fiscal  year  1992  default  rates  of  25  percent  or  higher. 

Because  of  problems  in  FFELP,  the  direct  loam  program  was 
enacted  in  part  to  minimize  the  number  of  participants  in  the 
delivery  of  student  loans  and  to  strengthen  fineuicial 
information.  The  phase-in  of  the  direct  loan  program  established 
a  balance  between  FFEL?  cuid  the  new  program  that  provides 
opportunities  for  schools  and  students  to  select  options  that 
best  meet  their  needs.  At  the  same  time,  the  Congress  and  the 
administration  can  evaluate  the  costs  and  benefits  of  both 
programs . 

For  year  one  of  the  direct  loan  program,  the  Department  is 
meeting  its  legislative  goal  that  direct  loans  will  represent  5 
percent  of  student  locui  volume.  Also,  the  schools  participating 
in  year  one  are  very  satisfied  with  the  Department's  performance 
in  implementing  the  program  and  responding  to  problems  as  they 
surface. 

As  of  March  21,  1995,  the  Department  has  not  selected  enough 
schools  to  meet  the  legislative  goal  that  direct  student  loauis 
comprise  40  percent  of  student  loan  volume  in  year  two.  Part  of 
this  shortfall  is  due  to  the  withdrawal  of  schools  that  the 
Department  originally  selected  to  participate  in  year  two.  These 
schools'  principal  reason  for  withdrawing  was  insufficient 
resources  to  implement  direct  lending.  Our  sense  is  that  the _ 
schools  might  be  more  concerned  about  the  uncertainty  surrounding 
the  future  of  the  Federal  Direct  Student  Loan  Program. 


89-850  0-95-2 
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Mr.  Chairman,  that  concludes  my  statement.  My  colleagues 
and  I  would  bo  happy  co  answer  «uiy  questions  that  you  or  the 
other  Subcommittee  members  may  have. 


For  more  information  on  this  testimony,  please  contact  Joseph 
J.  Eglin,  Jr.  at  (202)  512-7009.  Other  major  contributors 
included  Susie  Anschell,  Charles  M.  Novak,  Meeta  Sharma, 
Charles  H.  Shervey,  and  Dianne  L.  Whitmeui. 
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APPENDIX 


COMPART SON  OF  THE  NUMBER  OF  DIRgCT  LOAN 

grr-OOLC  WT-H  ALL  -FEL?  SCHOOLS  SY  STATE 

A3  OF  MARCH  21.  1995 


Stace  or 

Direct 

loan  schoo''s 

Alabcuna 

19 

Alaska 

0 

Arizona 

36 

Arkansas 

7 

California 

203 

Colorado 

29 

Connec-icuz 

17 

Delaware 

4 

Disc,  of  Col-urJ: 

La     2 

Florida 

24 

Georgia 

42 

Gucirr. 

1 

Hawaii 

1 

Idaho 

7 

Illinois 

74 

26 

Iowa 

37 

Kansas 

17 

Kentucky 

36 

Louisiana 

_  ; 

Maine 

; 

Maryland 

31 

Massachuse-C3 

30 

Michigan 

32 

Minnesota 

26 

Mississippi 

S 

Missouri 

34 

Montana 

2 

Nebraska 

11 

Nevada 

5 

New  Hampshire 

4 

New  Jersey 

49 

New  Mexico 

9 

New  York 

90 

North  Carolina 

31 

North  Dakota 

3 

Ohio 

49 

Oklahonia 

10 

Oregon 

18 

Direct  loan  schools 

All 

as  a  percentage 

schools 

of  al^  schools 

77 

24.7 

11 

0.0 

94 

38.3 

89 

7.9 

586 

34.6 

104 

27.9 

107 

15.9 

13 

30.3 

27 

7.4 

217 

15.7 

128 

32.8 

1 

100.0 

19 

3.3 

27 

25.9 

296 

25.0 

128 

20.3 

106 

34.9 

85 

20.0 

151 

25.2 

120 

14.2 

46 

15.2 

97 

32.0 

193 

25.9 

186 

28.0 

127 

20.5 

55 

12.3 

183 

18.6 

34 

5.9 

58 

19.0 

23 

21.7 

36 

11.1 

160 

30.6 

42 

21.4 

472 

19.1 

149 

20.8 

31 

9.7 

280 

17.5 

96 

10.4 

89 

20.2 
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Pennsylvania  70  445 

Puerto  Rico  31  83 

Rhode  Island  10  27 

Souch  Carolina  19  75 

South  Dakota  1  34 

Tennessee  18  148 

Texas  61  33  5 

Utah  8  38 

Vermont  7  31 

Virgin  Islands  1  1 

Virginia  41  147 

Washington  15  101 

West  Virginia  16  70 

Wisconsin  20  101 

Wyoming           2.  — li. 

Total  1,420  6.403 
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15. 

,7 

37. 

,3 

37. 

.0 

25. 

.3 

2, 

,9 

12. 

,2 

18. 

.2 

21. 

.1 

22, 

.6 

100, 

.0 

27 

.9 

14, 

.9 

22 

.9 

19 

.3 

14 

.3 

22 

.2 
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Senator  Jeffords.  Mr.  McNamara. 

Mr.  McNamara.  Mr.  Chairman,  I  am  pleased  to  appear  before 
the  subcommittee  today  to  offer  the  perspective  of  the  Office  of  In- 
spector General  concerning  the  implementation  and  administration 
of  the  William  D.  Ford  Federal  Director  Student  Loan  Program.  I 
hope  that  these  perspectives  will  aid  the  subcommittee  in  evaluat- 
ing the  administration  of  this  program  and  in  assessing  the  basis 
for  comparing  the  direct  loan  program  and  the  Federal  Family 
Education  Loan  program. 

Mr.  Chairman,  I  would  like  to  summarize  my  remarks  and  sub- 
mit our  entire  testimony  for  the  record. 

Mr.  Chairman,  to  date,  our  work  related  to  the  direct  loan  pro- 
gram has  consisted  primarily  of  providing  advice  and  assistance  to 
the  Department  during  the  design  of  the  program  and  in 
overseeing  the  performance  of  the  recently  issued  financial  state- 
ment audit  conducted  by  an  independent  public  accounting  firm. 

In  summary,  these  activities  have  shaped  our  view  that  the  De- 
partment's design  and  implementation  efforts  have  progressed  well 
so  far,  particularly  considering  the  short  time  frames  involved. 
However,  several  system  problems  have  been  identified  during 
start-up  which  need  to  be  corrected  to  assure  effective  control  over 
the  program  as  it  expands  from  5  percent  to  40  percent  of  total  new 
loan  volume. 

Department  management  has  concurred  with  the  findings  pre- 
sented in  the  CPA's  report  and  agreed  to  take  necessary  corrective 
action. 

We  participated  as  advisors  during  the  direct  loan  system  devel- 
opment and  were  aware  of  the  time  constraints.  We  provided  ad- 
vice on  the  design  of  the  program  regarding  cash  management, 
credit  reform,  and  systems  development.  We  were  told  that  many 
changes  would  necessarily  be  deferred  to  the  second  year. 

It  is  our  expectation  that  the  Department  will  be  alert  to  poten- 
tial control  weaknesses  and  will  act  expeditiously  to  correct  them 
as  they  are  identified. 

This  month,  a  CPA  firm  under  contract  to  the  IG's  office  com- 
pleted an  audit  of  the  direct  loan  program's  financial  statement  for 
the  year  ended  September  30,  1994.  The  CPA  issued  a  clean  opin- 
ion on  the  program's  financial  statements  and  noted  that  nothing 
had  come  to  their  attention  that  caused  them  to  believe  that  the 
direct  loan  program  had  not  complied  with  applicable  laws  and  reg- 
ulations which  could  have  material  effect  on  those  statements. 

Regarding  the  program's  internal  control  structure,  the  CPA  de- 
termined that  controls  within  its  loan  origination  servicing  and  re- 
porting system  needed  improvement  and  provided  recommenda- 
tions for  improvement  in  three  areas — reconciliation  and  reporting 
efforts,  ability  to  monitor  cash  management,  and  school-level  con- 
trols. 

The  CPA  did  not  consider  the  conditions  referred  to  above  to  be 
material  weaknesses  and  also  recognized  that  there  were  signifi- 
cant time  constraints  on  the  Department  to  develop  and  implement 
the  direct  loan  program. 

Implementing  the  CPA's  recommendations  could  substantially 
eliminate  the  difficulties  and  delays  currently  encountered  in  the 
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process  and  result  in  improvements  in  reconciliation  and  reporting, 
cash  management,  and  school-level  controls. 

Department  management  recognized  that  there  would  be  start- 
up issues  identified  while  implementing  this  program  and  was  in 
general  agreement  with  the  need  to  improve  control  issues  that 
were  discussed  in  the  auditor's  report. 

The  subcommittee  asked  specifically  about  the  Department's  will- 
ingness and  capacity  to  1)  follow  the  audit  recommendations  in  a 
timely  manner  and  2)  expand  the  program  to  80  percent  of  existing 
FFEL  program  in  1996-97  and  100  percent  in  every  year  after  that, 
as  proposed  in  the  administration's  budget. 

The  Department  is  currently  developing  an  action  plan  to  ad- 
dress the  specific  issues  on  which  the  recommendations  focus.  In 
our  opinion,  the  Department  is  committed  to  making  the  necessary 
improvements,  including  correcting  issues  addressed  in  the  audit 
report. 

While  we  do  not  question  the  issue  of  willingness,  your  question 
of  capacity  is  tougher  to  answer.  The  Department  has  indicated 
that  it  will  do  whatever  it  can  to  ensure  a  successful  direct  loan 
program.  This  includes  hiring  additional  staff  and  adding  addi- 
tional servicing  contractors.  These  efforts  indicate  that  the  Depart- 
ment is  aware  of  the  capacity  issue  and  is  making  efforts  to  in- 
crease the  capacity  of  the  Department  and  its  contractors. 

We  believe  the  real  test  of  capacity  will  be  in  the  second  year  of 
the  program's  operation,  when  the  loan  volume  is  planned  to  in- 
crease from  5  percent  to  40  percent.  If  the  program  can  successfiilly 
handle  this  substantial  increase  of  approximately  700  percent  in 
activity,  then  we  believe  it  is  likely  that  the  program  can  handle 
additional  increases. 

The  subcommittee  asked  for  the  IG's  best  assessment  of  when 
adequate  evaluation  data  on  all  aspects  of  the  direct  loan  program 
would  be  available  to  reasonably  decide  about  whether  to  fully  im- 
plement such  a  program.  In  summary,  there  is  no  clear,  single 
point  in  time  when  data  will  be  available  to  evaluate  all  aspects 
of  the  direct  loan  program.  Data  will  be  available  as  the  various 
aspects  of  the  program  are  implemented  and  operating.  As  you  are 
aware,  under  the  existing  legislation,  the  program  is  designed  to  be 
phased  in  over  the  next  several  years.  This  should  provide  ade- 
quate time  to  evaluate  various  aspects  of  the  program. 

Mr.  Chairman,  this  morning  I  have  provided  the  subcommittee 
with  our  views  concerning  potential  risks  associated  with  direct 
lending  by  the  Department.  While  much  of  what  the  Department 
has  accomplished  in  planning  for  and  managing  this  transition  is 
cause  for  optimism,  additional  challenges  remain  ahead.  I  look  for- 
ward to  working  closely  with  the  Department  and  the  Congress  as 
they  face  these  challenges. 

This  concludes  my  prepared  statement,  Mr.  Chairman.  I  will  be 
glad  to  answer  any  questions  you  or  the  members  have. 

Thank  you. 

Senator  Jeffords.  Thank  you.  Again,  my  commendation;  you 
beat  the  red  light. 

[The  prepared  statement  of  Mr.  McNamara  follows:] 
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Prepared  Statement  of  Steven  A.  McNamara 

Mr.  Chairman,  I  am  pleased  to  appear  before  the  subcommittee  today  to  offer  the 
perspective  of  the  Office  of  Inspector  General  concerning  the  implementation  and 
administration  of  the  William  D.  Ford  Federal  Direct  Student  Loan  Program  (Direct 
Loan).  I  hope  that  these  perspectives  will  aid  the  subcommittee  in  evaluating  the 
administration  of  this  program  and  in  assessing  the  basis  for  comparing  the  Direct 
loan  program  and  the  Federal  Family  Education  Loan  Program. 

To  date,  our  work  related  to  the  Direct  Loan  program  has  consisted  primarily  of 
providing  independent  advice  and  assistance  to  the  Department  in  the  design  of  pro- 
gram systems  and  overseeing  the  performance  of  the  recently  issued  financial  state- 
ment audit  conducted  by  an  independent  public  accounting  firm,  in  accordance  with 
requirements  of  the  Chief  Financial  Officers  Act.  In  summary,  these  activities  have 
shaped  our  view  that  the  Department's  design  and  implementation  efforts  have  pro- 
gressed well  so  far,  particularly  considering  the  short  timeframes  involved.  How- 
ever, system  problems  have  been  identified  during  start-up  which  need  to  be  cor- 
rected to  assure  effective  control  over  the  program  as  it  expands  from  5  percent  to 
40  percent  of  total  new  loan  volume. 

Presented  below  is  a  discussion  of  our  work  performed  to  date  on  the  Direct  ban 
program,  and  responses  to  specific  questions  raised  by  the  subcommittee. 

ADVISORY  and  ASSISTANCE  SERVICES 

Providing  an  advisory  service  is  substantially  different  from  providing  an  audit 
service.  Audits  are  based  on  substantive  testing  and  include  recommendations  to 
correct  identified  problems  and  prevent  them  in  the  future,  whereas  advisory  serv- 
ices provide  insight,  based  primarily  on  past  experience,  to  help  avoid  problems  be- 
fore they  become  problems.  In  either  case,  however,  the  ultimate  responsibility  for 
accepting  and  implementing  recommendations  or  advice  rests  with  management. 

No  discussion  of  the  Direct  ban  program  would  be  complete  without  a  brief  sum- 
mary of  the  implementation  timetable  accepted  and  met  by  the  Department.  The 
Request  for  Proposal  for  the  direct  loan  servicing  system  was  released  on  August 
20,  1993,  10  days  after  changes  necessitated  by  law  were  passed.  Proposals  were 
received  on  September  7,  and  the  contract  was  awarded  on  December  21,  1993. 
Under  the  terms  of  the  contract,  the  servicing  system  had  to  be  operational  by  June 
15,  1994.  Given  the  timeframe  of  this  system  design,  full  testing  of  the  direct  loan 
system  could  not  be  accomplished  prior  to  operation  on  June  15.  Thus,  the  imple- 
mentation testing  of  the  system  began  during  operation. 

We  participated  as  advisors  in  the  direct  loan  systems  development  and  were 
aware  of  the  time  constraints.  We  provided  our  advice  on  the  design  of  the  program 
regarding  cash  management,  credit  reform,  and  system  development.  We  were  told 
that  many  changes  would  necessarily  be  deferred  to  the  second  year.  It  is  our  expec- 
tation that  the  Department  will  be  alert  to  potential  control  weaknesses  and  will 
act  expeditiously  to  correct  them  as  they  are  iaentified. 

FINANCIAL  AUDIT  OF  THE  FEDERAL  DIRECT  LOAN  PROGRAM 

This  month  an  independent  public  accounting  (IPA)  firm  under  contract  to  the 
OIG  completed  an  audit  of  the  Direct  Loan  program's  financial  statements  for  the 
year  ended  September  30,  1994.  The  IPA  issued  an  unqualified  (clean)  opinion  on 
the  program's  nnaincial  statements  and  noted  that  nothing  had  come  to  their  atten- 
tion that  caused  them  to  believe  that  the  Direct  Loan  program  had  nor  complied 
with  applicable  laws  and  regulations  which  could  have  a  material  effect  on  those 
statements. 

Regarding  the  program's  internal  control  structure,  the  IPA  determined  that  con- 
trols within  its  loan  origination,  servicing  and  reporting  systems  needed  improve- 
ment and  provided  reconmiendations  for  improvements  in  three  areas:  reconciliation 
and  reporting  efTorts,  ability  to  monitor  cash  management,  and  school  level  controls. 

RECONCILIATION  AND  REPORTING 

In  the  area  of  reconciliation  and  reporting,  improvements  are  needed  to  assure 
that  loan  origination  data  are  accurate,  and  promptly  recorded  and  received  by  the 
Department.  During  the  start-up  phase  of  the  program  the  schools  did  not  remit 
loan  origination  data,  primarily  actual  disbursement  records,  and  reconcile  loan  ac- 
tivity timely  because  they  encountered  problems  with  data  transmission,  school  and 
servicer  software,  and  programming  mainframe  computers.  This  resulted  in  a  sig- 
nificant time  lag  between  the  actual  disbursement  of  a  loan  and  the  recording  of 
a  loan  receivable  in  the  Department's  records.  The  time  lag  for  reconciling  loan  ac- 
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tivity  for  some  schools  exceeded  four  months.  The  untimely  accounting  for  loan  dis- 
bursements resulting  from  these  delays  also  diminishes  the  Department's  ability  to 
ensure  that  schools  adhered  to  cash  management  regulations. 

The  reconciliation  process  is  extremely  critical  to  ensure  the  loan  transactions  re- 
ported by  schools  are  completely  and  accurately  accounted  for  in  the  Direct  Loan 
Servicing  System.  In  situations  where  reconciliation  is  hampered  by  school  software 
or  hardware  problems,  or  in  cases  where  transmissions  are  not  working,  the  Servic- 
ing Center  staff  assist  in  investigating  and  resolving  the  problems.  During  the  past 
year,  the  reconciliation  procedures  required  significant  manual  intervention  by  the 
Servicing  Center  to  resolve  discrepancies  between  the  loan  origination  records  and 
the  reconciliation  files.  Identifying  and  resolving  the  discrepancies  is  time  consum- 
ing. The  IPA  indicated  that  if  their  recommendations  are  not  implemented  and  the 
volume  of  direct  loans  increases  in  subsequent  years,  the  Servicing  Center's  ability 
to  manually  identify,  communicate,  and  correct  exceptions  will  become  more  dif- 
ficult. 

In  addition  to  reconciliation  and  time  lag  concerns,  disbursement  dates  reported 
by  schools  were  often  estimated  and  not  actual.  Specifically,  32  percent  of  the  dis- 
bursement dates  tested  during  school  visitations  were  inaccurate,  resulting  from 
schools'  reporting  estimated  dates.  Imprecise  disbursement  dates  reported  by 
schools  resulted  in  inaccurate  interest  calculations  and  further  precluded  the  De- 
partment from  ensuring  schools  adhered  to  cash  management  regulations. 

CASH  MANAGEMENT 

Improvements  are  also  necessary  in  the  Department's  ability  to  monitor  institu- 
tions' cash  management.  The  Department  was  not  able  to  quantify  the  amount  of 
potential  excess  cash  included  in  month  end  cash  balances  because  of  timing  dif- 
ferences previously  discussed.  The  excess  cash  report  used  and  generated  from  the 
Financial  Accounting  and  Reporting  System  indicated  daily  total  amounts  of  dis- 
bursed loans  and  drawdowns  advanced  by  the  Department  for  each  month  rather 
than  reconciling  specific  advances  for  a  month  with  the  specific  loan  disbursements 
for  the  same  month.  Although  there  were  no  instances  of  excess  cash  identified  at 
seven  schools  visited,  the  potential  risk  of  undetected  excess  cash  balances  would 
be  diminished  if  specific  advances  for  each  month  were  reconciled  with  specific  loans 
disbursed  for  that  month. 

SCHOOL  LEVEL  CONTROLS 

In  the  area  of  school  level  controls,  improvements  are  necessary  in  the  Depart- 
ment's ability  to  promptly  identify  and  resolve  school  level  problems.  During  reviews 
conducted  at  seven  schools  participating  in  the  program,  there  was  incomplete  or 
inaccurate  supporting  documentation  in  student  files,  mistakes  in  various  financial 
aid  and  academic  file  documentation,  and  problems  with  system  software  and  hard- 
ware. Many  of  these  school  level  problem  areas  would  be  promptly  identified  and 
resolved  if  the  Department  revised  cash  disbursement  reconciliation  procedures,  pro- 
vided enhanced  training  to  schools,  and  performed  periodic  risked  based  reviews  of 
schools  participating  in  the  program. 

The  IPA  did  not  consider  the  conditions  referred  to  above  to  be  material  weak- 
nesses and  also  recognized  that  there  were  significant  time  constraints  on  the  De- 
partment to  develop  and  implement  the  Direct  Loan  program.  Implementing  the 
IPA's  recommendations  could  substantially  eliminate  the  difTiculties  and  delays  cur- 
rently encountered  in  the  process  and  result  in  improvements  in  reconciliation  and 
reporting,  cash  management,  and  .school  level  controls.  Department  management 
was  in  general  agreement  with  the  need  to  improve  control  issues  that  were  dis- 
cussed in  the  auditor's  report.  They  recognized  that  there  would  be  start-up  issues 
identified  while  implementing  this  program  due  to  the  short  period  of  time  it  had 
to  make  the  program  fully  operational  and  have  identified  and  already  started  im- 
plementing activities  to  improve  controls  for  the  issues  raised. 

The  new  program  became  operational  on  July  1,  1994  and  had  three  months  of 
loan  activity  by  fiscal  year  end.  We  agree  with  the  IPA  that  as  the  program  expands 
from  five  percent  to  approximately  40  percent  (a  direct  loan  volume  increase  of  700 
percent)  of  the  existing  Federal  Family  Education  Loan  program  volume,  it  is  impor- 
tant that  management  focus  on  improving  the  controls  addressed  by  the  rec- 
ommendations in  order  to  ensure  accountability  and  control  over  program  oper- 
ations. 


37 

department's  willingness  and  capacity  to  implement  recommendations 

The  subcommittee  asked  specifically  about  the  Department's  willingness  and  ca- 
pacity: (1)  to  follow  the  audit  recommendations  in  a  timely  manner  and  (2)  to  ex- 
pand the  program  to  80  percent  of  the  existing  FFEL  program  in  1996-97  and  100 
percent  in  every  year  after  that  as  proposed  in  the  Administration's  budget. 

The  Department  is  currently  developing  an  action  plan  to  address  the  specific  is- 
sues on  which  the  recommendations  focus.  During  regular  audit  status  briefings 
where  the  issues  were  first  raised,  Department  managers  said  that  they  were  aware 
of  many  of  the  issues  such  as  reconciliation  and  school  software  problems,  and  were 
already  working  to  resolve  the  identified  issues.  In  our  opinion,  the  Department  is 
committed  to  making  necessary  improvements,  including  correcting  issues  addressed 
in  the  audit  report. 

While  we  don't  believe  the  question  of  "willingness"  is  an  issue,  your  question  of 
capacity  is  tougher  to  answer.  The  Department  has  indicated  that  it  will  do  what- 
ever it  can  to  ensure  a  successful  Direct  Loan  program.  This  includes  hiring  addi- 
tional staff  and  adding  additional  servicing  contractors.  These  efforts  indicate  the 
Department  is  aware  of  the  capacity  issue  and  is  making  efTorts  to  increase  the  ca- 
pacity of  the  Department  and  its  contractors.  We  believe  the  real  test  of  capacity 
will  be  the  second  year  of  the  program's  operation  when  the  loan  volume  is  planned 
to  increase  from  5  percent  to  40  percent  of  the  new  student  loan  volume.  If  the  pro- 
gram can  successfully  handle  this  substantial  increase  (a  700  percent  increase  in  ac- 
tivity), then  we  believe  it  is  likely  that  the  program  can  handle  additional  increases. 

In  regard  to  your  question  on  expansion,  we  again  believe  the  Department  is  will- 
ing to  meet  the  expansion  goal  but  we  are  unable  to  express  an  opinion  on  capacity. 
As  mentioned,  we  believe  the  second  year  will  be  a  real  test.  Under  existing  legisla- 
tion (PL  103-66,  dated  August  10,  1993)  the  Department  has  the  statutory  author- 
ity to  expand  implementation  of  the  Direct  Loan  program  to  levels  above  the  already 
established  goals.  For  the  third  and  subsequent  years,  if  the  Secretary  determines 
that  a  higher  loan  volume  percentage  is  warranted  by  the  number  of  institutions 
that  desire  to  participate  in  the  program,  and  if  they  meet  the  eligibility  require- 
ments, he  may  exceed  the  specified  goals.  Therefore,  if  resources  are  available  the 
Department  can  expand  to  80  percent  in  academic  year  1996-97  and  100  percent 
in  every  year  after  that  without  amending  existing  legislation. 

additional  issues  raised  by  the  subcommittee 

The  subcommittee  requested  our  views  on  a  number  of  topics  in  addition  to  those 
discussed  above.  Specifically,  the  use  of  cohort  default  rates,  income  contingent  loan 
repayment,  and  the  Department's  plans  for  the  consolidation  loan  program. 

We  have  not  conducted  audit  work  in  any  of  these  areas.  However,  we  are  aware 
of  the  Department's  current  efforts  based  on  our  ongoing  advisory  and  assistance 
work,  and  provide  this  information  in  response  to  the  Subcommittee's  questions. 

LOAN  servicing 

Loan  servicing  for  the  Direct  Loan  program  is  provided  by  a  company  with  prior 
experience  in  the  Servicing  of  FFEL  loans.  As  the  Direct  Loan  program  became 
operational  on  July  1,  1994,  servicing  in  the  program  at  this  time  is  limited  to  a 
relatively  small  number  of  loans,  few  of  which  were  in  repayment  in  year  one.  As 
a  result,  without  more  significant  volume,  it  is  difficult  to  assess  if  controls  are  ade- 

?uate  over  servicing,  repayment,  default  prevention,  and  collection  of  direct  loans, 
n  addition,  loan  servicing  will  be  significantly  changed  in  year  three,  as  up  to  10 
additional  servicers  will  be  added  at  the  start  of  the  year. 

COHORT  default  RATES 

We  are  unaware  of  any  plans  for  the  Department  to  compute  cohort  default  rates 
by  school  under  the  Direct  Loan  program.  The  Department  believes  that  under  the 
Direct  Loan  program,  with  the  expanded  repayment  options,  defaults  should  be 
lower  than  under  the  Federal  Family  Education  Loan  program.  Also,  default  rates 
were  considered  as  a  screening  criteria  in  school  selection  for  participation  in  the 
first  year  of  the  FDSLP. 

It  is  our  understanding  that  current  plans  are  that  borrowers,  who  are  180  days 
delinquent  in  repayment  on  loans,  will  be  referred  to  the  Department's  Debt  Collec- 
tion office.  However,  we  believe  that  the  Department  needs  to  compute  defaults 
under  the  Direct  Loan  program  and  track  defaults  by  school  for  effective  manage- 
ment of  the  program. 
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In  addition  to  default  rates,  we  believe  the  Department  needs  to  establish  and 
track  other  performance  indicators  to  evaluate  schools  under  the  Direct  Loan  pro- 
gram. Examples  of  performance  indicators  could  be  the  percentage  of  borrowers  by 
school  that  qualify  for  income  contingent  loans,  patterns  of  failure  to  reconcile,  and 
tracking  by  school  the  complaints  by  borrowers  received  by  the  servicer.  Perform- 
ance indicators  could  timely  identify  poorly  performing  schools.  Such  efforts  could 
also  provide  a  basis  for  the  Department  to  seek  legislative  authority  for  performance 
standards  for  school  participation  in  the  Direct  I^an  program. 

INCOME  CONTINGENT  REPAYMENT 

Regarding  income  contingent  loan  repayment,  the  Department  is  working  with 
the  Internal  Revenue  Service  (IRS)  on  a  memorandum  of  understanding  to  develop 
a  system  to  verify  adjusted  gross  income  and  other  data,  for  borrowers  requesting 
income  contingent  loans.  Currently,  the  Department  has  seven  cases  where  the  bor- 
rowers have  applied  to  consolidate  their  FFEL  loans  into  the  Direct  Loan  and  re- 
quested the  income  contingent  repayment  option.  Currently  these  borrowers  are  re- 
paying interest  only,  until  the  logistics  with  the  IRS  are  finalized. 

CONSOLIDATION  LOAN  PROGRAM 

Finally,  in  January  1995,  we  obtained  and  reviewed  the  Department's  plan  for  the 
Direct  Loan  Consolidation  program  which  was  designed  as  a  phase-in  approach  to 
consolidate  no  more  than  1  million  borrowers'  loans  in  the  first  calendar  year.  The 
initial  stages  in  the  consolidation  loan  plan  were  to  mail  35,000  brochures  to  bor- 
rowers responding  to  the  Department's  advertisement  campaign  and  send  consolida- 
tion applications  to  those  persons  who  responded  to  the  brochures.  After  six  months 
of  operation  the  program  will  be  reassessed  and  based  on  the  six  month  review,  any 
modifications  and  revisions  will  be  made  to  the  program.  A  five  year  plan  will  then 
be  develof)ed,  with  adjustments,  as  needed,  based  upon  actual  experience. 

To  date,  we  understand  that  approximately  60,000  brochures  have  been  mailed, 
approximately  7,300  applications  processed,  and  97  borrowers'  loans  have  been  con- 
solidated. 

FULL  PROGRAM  IMPLEMENTATION 

The  subcommittee  asked  for  the  IG's  best  assessment  of  when  adequate  evalua- 
tion data  on  all  aspects  of  the  Direct  Loan  program  would  be  available  to  reasonably 
decide  about  whether  to  fully  implement  such  a  program.  In  responding  to  this 
question  it  is  important  to  realize  that  the  basic  population  receiving  direct  loans 
is  essentially  the  same  as  the  population  which  receive  guaranteed  loans.  As  a  re- 
sult, issues  associated  with  the  inherent  risks  related  to  the  borrowing  population, 
gatekeeping,  and  accreditation  remain  the  same.  In  addition,  as  already  mentioned, 
the  existing  legislation  allows  the  Secretary  to  expand  the  program  in  year  three. 

In  regard  to  evaluation,  one  of  the  key  advantages  of  the  Direct  Loan  program 
is  the  availability  of  timely  data.  As  a  result,  evaluation  of  the  program  can  be  made 
much  more  quickly  than  under  the  FFEL  program  where  detailed  guaranteed  loan 
data  was  frequently  over  12  months  old.  Therefore,  certain  aspects  of  the  Direct 
Loan  program  can  be  evaluated  immediately  while  other  aspects  cannot.  For  exam- 
ple, the  audit  report  examined  the  first  three  months  of  the  Direct  Loan  program's 
operation  from  a  financial  perspective.  This  indicates  that  the  accounting  system 
and  loan  origination  system,  while  in  the  process  of  being  improved,  can  be  evalu- 
ated. Internal  control  weaknesses  identified  from  the  audit  and  other  operational  is- 
sues known  by  the  Department  can  be  assessed  in  terms  of  evaluating  their  plans 
and  timing  to  correct  known  issues.  Other  aspects  of  the  Direct  Loan  program's  op- 
erations, such  as  loan  servicing,  may  be  available  for  preliminary  evaluation  in  year 
two  and  more  fully  in  year  three  when  a  substantial  volume  of  loans  start  er'^ring 
repayment.  Still  other  aspects  of  the  program  such  as  income  contingent  repayment 
provisions  won't  be  able  to  be  reasonably  evaluated  until  still  further  into  tne  fu- 
ture. 

In  summary,  there  is  no  clear  single  point  in  time  when  data  will  be  available 
to  evaluate  "all  aspects"  of  the  Direct  Loan  program.  Data  will  be  available  as  the 
various  aspects  of  the  program  are  implemented  and  operating.  As  you  are  aware, 
under  the  existing  legislation  the  program  is  designed  to  be  a  phased  in  over  the 
next  several  years.  This  should  provide  adequate  time  to  evaluate  various  aspects 
of  the  Direct  Loan  program. 
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CONCLUSION 


Mr.  Chairman,  this  morning  I  have  provided  the  subcommittee  with  my  views 
concerning  potential  risks  associated  with  direct  lending  by  the  Department.  While 
much  of  what  the  Department  has  accomplished  in  planning  for  and  managing  this 
transition  is  cause  for  optimism,  additional  challenges  remain  ahead.  I  look  forward 
to  working  closely  with  the  Department  and  the  Congress  as  they  face  these  chal- 
lenges. 

This  concludes  my  prepared  statement,  Mr.  Chairman.  I  will  address  any  ques- 
tions you  or  other  members  have  at  this  time. 

Senator  Jeffords.  Ms.  Fawthrop. 

Ms.  Fawthrop.  Thank  you,  Mr.  Chairman  and  members  of  the 
subcommittee  for  this  opportunity  to  share  the  advisory  commit- 
tee's observations  on  the  administration  of  the  direct  loan  program. 

Our  committee  was  created  by  Congress  in  the  Higher  Education 
Amendments  of  1986  to  provide  an  independent  source  of  advice 
and  counsel  to  both  the  Congress  and  the  Secretary  of  Education. 

Our  most  recent  focus  results  from  the  Education  Amendments 
of  1992,  when  Congress  asked  our  committee  to  study  simplifying 
the  Federal  Family  Education  Loan  Program. 

In  1993,  OBRA  conferees  directed  our  committee  to  monitor  and 
evaluate  implementation  of  direct  loans  and  the  effects  of  modifica- 
tions in  FFEL.  We  have  monitored  both  programs  for  over  18 
months  and  submitted  a  report  to  you  in  August.  Since  then,  we 
have  held  a  hearing  on  direct  loans  in  November  and  will  hold  a 
hearing  on  FFEL  in  2  weeks. 

I  would  like  to  note  at  the  outset  that  our  committee  believes 
that  either  program  can  serve  students  and  institutions  well  if  it 
is  properly  designed  and  managed,  and  that  both  programs  can  be 
improved  dramatically  by  eliminating  structural  deficiencies  in  the 
student  aid  delivery  system. 

Our  committee  has  not  and  will  not  take  a  position  on  which  pro- 
gram should  prevail  or  whether  both  should.  However,  as  in  the 
past,  we  will  continue  to  recommend  those  changes  that  are  re- 
quired to  ensure  efficiency  and  integrity. 

Our  committee  received  a  letter  from  you,  Mr.  Chairman,  and 
Senator  Kassebaum,  in  preparation  for  this  hearing.  Your  ques- 
tions concerned  issues  of  accountability  and  quality  in  direct  lend- 
ing. Let  me  summarize  our  response  and  comment  on  other  issues 
you  asked  me  to  address  today. 

First,  the  student  aid  delivery  system  cannot  support  critical 
functions  for  maintaining  institutional  accountability,  quality,  and 
integrity  across  programs.  In  particular,  the  system  cannot  prevent 
multiple  awards,  tie  cash  drawdowns  to  data  in  the  system,  and 
reconcile  accounts  adequately.  In  addition,  problems  in  policy  for- 
mulation, software  and  system  designs  in  direct  lending  have  made 
reconciliation  an  unnecessarily  slow  and  difficult  process. 

Second,  a  number  of  institutions  selected  to  participate  in  direct 
lending  for  year  two  have  very  high  default  rate  histories,  or  no 
data  at  all.  And  for  the  record,  let  me  stress  one  point,  and  that 
is  that  our  analyses  excluded  all  institutions  that  are  exempted  by 
statute  from  the  default  rate  triggers. 

In  and  of  itself,  the  eventual  inclusion  of  some  high  default 
schools  in  direct  lending  would  not  be  a  major  problem.  However, 
at  this  early  stage  of  program  development,  given  the  significant 
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challenges  and  the  problems  confronting  implementation,  including 
high  default  rate  schools,  could  pose  a  problem. 

We  are  particularly  concerned  with  measures  of  institutional 
quality  that  serve  the  same  functions  as  the  default  rate  measures 
in  the  FFEL  that  have  not  been  developed.  This  is  especially  trou- 
bling in  the  face  of  ED's  announced  plans  to  use  income-contingent 
payment  to  reduce  defaults  without  an  effective  plan  to  monitor 
performances  of  high  default  schools  in  the  direct  loan  program. 

To  place  these  findings  in  proper  perspective,  I  would  like  to 
make  three  observations.  First,  our  loan  study  to  date  has  found 
direct  loans  to  be  a  feasible  program  with  desirable  advantages  to 
institutions  and  students. 

Second,  implementation  and  program  operation  have  been  rel- 
atively smooth  up  to  reconciliation. 

Third,  ED  as  an  agency  has  shown  both  the  ability  and  the  com- 
mitment to  manage  this  program. 

I  can  attest  personally  to  each  of  these  because  my  institution, 
Roger  Williams  University,  is  in  fact  a  year  one  direct  lending 
school. 

Finally,  let  me  address  one  last  issue  raised  in  your  letter  of  invi- 
tation. Our  committee  has  recommended  the  use  of  the  FAFSA  as 
the  loan  application.  In  this  regard,  let  me  express  two  concerns. 
First,  this  should  not  expand  the  application,  further  burdening 
students  and  families.  Second,  introducing  the  FAFSA  in  electronic 
form  should  not  result  in  the  proliferation  of  nonstandard  versions 
of  the  application. 

Senators,  you  have  had  a  profound  and  positive  impact  on  the 
student  aid  application  process.  Because  of  your  efforts,  nearly  8.5 
million  students  and  families  receive  Federal,  State  and  institu- 
tional aid  in  45  States,  using  a  simpler  FAFSA  and  paying  no  fee. 
In  addition,  nearly  60  percent  of  students  have  applied  this  year 
with  the  new  reapplication  form  that  you  required  in  the  1992 
Amendments.  Let  us  not  retreat  from  this  success  by  allowing  the 
proliferation  of  different  forms  and  processes,  even  electronic  ones. 

I  thank  you  for  the  opportunity. 

Senator  Jeffords.  Thank  you. 

[The  prepared  statement  of  Ms.  Fawthrop  follows:] 

Prepared  Statement  of  Lynn  M.  Fawthrop 

Thank  you,  Mr.  Chairman,  and  members  of  the  Subcommittee  for  this  opportunity 
to  share  our  Committee's  observations  on  the  administration  of  the  Ford  Federal  Di- 
rect Loan  Program  (FDLP).  My  name  is  Lynn  Fawthrop,  Director  of  Financial  Aid 
at  Roger  Williams  University  in  Bristol,  Rhode  Island.  I  am  representing  the  Advi- 
sory Committee  on  Student  Financial  Assistance,  of  which  I  have  been  Chairperson 
since  January  1993.  The  Advisory  Committee  was  created  by  Congress  in  the  High- 
er Education  Amendments  of  1986,  to  provide  an  independent  source  of  advice  and 
counsel  to  both  the  Congress  and  the  Secretary  of  Education  on  student  aid  policy. 

Congress  originally  defined  its  purpose  in  statue:  to  provide  extensive  knowledge 
and  understanding  of  federal,  state,  and  institutional  programs  of  postsecondary 
student  assistance;  to  provide  technical  expertise  with  regard  to  systems  of  need 
analysis  and  ajpplication  forms;  and  to  make  recommendations  that  will  result  in 
maintenance  oi  access  to  postsecondary  education  of  low-  and  middle-income  stu- 
dents. The  Advisory  Committee's  structure  reflects  the  diversity  of  the  contemporary 
financial  aid  community.  College  presidents,  financial  aid  administrators,  edu- 
cational association  executives.  Dank  officers,  guaranty  agency  executives,  state 
higher  education  officials,  and  students  have  served  on  the  Committee.  Members  are 
appointed  by  the  leaders  of  the  United  States  Senate,  the  House  of  Representatives, 
and  the  Secretary  of  Education  on  the  basis  of  technical  expertise  and  knowledge 
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of  student  aid  and  educational  policy.  The  eleven  members  serve  in  staggered  terms 
of  three  years. 

Our  focus  over  the  last  three  years  results  from  the  Education  Amendments  of 
1992  when  Congress  asked  our  Committee  to  study  simplifying  the  Federal  Family 
Education  Loan  Program  (FFELP).  In  the  attached  July  1993  rejport  to  the  Con- 
gress, entitled  "Student  Loan  F*rogram  Siniplification:  Final  Report  ,  the  Committee 
recommended  radical  restructuring  of  the  FFELP  to  overcome  what  our  Committee 
found  to  be  unacceptable  complexity  and  inefTiciency  in  that  program.  The  Commit- 
tee recommended: 

— streamlining  and  standardizing  the  loan  programs; 

— reducing  the  number  of  loan  programs; 

— reducing  the  number  of  agencies  and  lenders; 

— providing  borrower  refinancing  options;  and 

— using  the  FAFSA  as  the  loan  application. 

In  response  to  a  request  from  Senator  Pell,  we  also  included  in  the  July  1993  re- 
port a  complete  set  of  recommendations  on  how  a  direct  loan  program  should  be 
structured,  since  Congress  was  considering  full-scale  implementation  of  direct  lend- 
ing. Congress  implemented  most  of  the  Committee's  FDLP  recommendations.  How- 
ever, most  recommendations  for  the  FFELP,  perhaps  the  most  difficult,  have  not 
been  addressed. 

OBRA  conferees  also  directed  our  Committee  to  advise  the  Congress  and  Sec- 
retary on  both  the  implementation  of  the  FDLP  and  the  effects  of  modifications  in 
the  FFELP  as  well.  We  have  monitored  both  programs  for  over  18  months,  held  a 
direct  lending  hearing  in  November  and  will  hold  an  FFELP  hearing  in  two  weeks. 
The  Committee's  first  annual  evaluation  report,  "Implementation  of  the  Federal  Di- 
rect Student  Loan  Program  and  Modification  to  the  Federal  Family  Education  Loan 
Program,"  submitted  in  August  1994  is  attached. 

I  mention  this  brief  history  today  for  two  reasons.  First,  since  1992,  the  Congress 
has  looked  to  our  Committee  for  advice  on  student  loan  programs  generally  and,  ac- 
cordingly it  has  been  one  of  our  highest  priorities.  Second,  we  want  the  Subcommit- 
tee to  understand  the  full  context  in  which  our  comments  will  be  made  today. 

Either  the  FFELP  or  FDLP  can  serve  students  and  institutions  well  if  they  are 
properly  designed  and  operated.  And,  both  programs  can  be  improved  dramatically 
by  elimination  of  structural  deficiencies  in  the  overall  system  that  delivers  student 
aid. 

Our  Committee  will  deliver  a  full  report  late  this  summer  that  will  reiterate  and 
update  the  changes  in  both  programs  that  are  required  for  each  to  serve  students 
and  institutions  well.  Our  Committee  has  not  and  will  not  take  a  position  on  which 
program  should  prevail — or  whether  both  should.  However,  as  in  the  past,  we  will 
continue  to  recommend  those  changes  that  are  required  to  ensure  efficiency  and  in- 
tegrity in  either,  both  or  a  hybrid  if  that  is  the  decision  of  Congress. 

Having  provided  those  introductory  remarks,  let  me  now  turn  to  the  issues  to  be 
addressed  today.  Less  than  two  weeks,  on  March  17,  1995,  our  Committee  re- 
sponded to  a  request  from  you  Mr.  Chairman  and  Senator  Kassebaum  in  prepara- 
tion for  this  hearing.  Your  question  concerned  issues  of  accountability  and  quality 
in  the  FDLP.  Let  me  summarize  the  points  in  our  response  which  we  are  submitting 
today  as  part  of  the  written  record  (attached).  In  addition,  your  letter  of  invitation 
to  testify  asked  that  we  comment  on  the  application  process  and  other  differences. 

AMINISTRATIVE  ACCOUNTABILITY 

In  the  area  of  institutional  accountability,  the  student  aid  delivery  system  as  it 
exists  today  cannot  support  critical  functions  for  maintaining  program-by-program 
accountability,  quality  and  integrity.  This  structural  deficiency  affects  all  programs, 
not  just  FDLP. 

In  a  letter  to  Secretary  Riley  on  June  15,  1994,  (attached),  our  Committee  noted 
that  the  student  aid  delivery  system  could  not  prevent  multiple  awards,  tie  cash 
drawdown  to  data  in  the  system,  or  reconcile  accounts  adequately.  These  are  all 
functions  taken  for  granted  in  most  large  data  processing  and  financial  systems.  We 
recommended  in  that  letter  that  the  Department  move  quickly  to  revise  the  Central 
Processing  System  (CPS)  Request  For  Proposal  (RFP)  to  eliminate  this  deficiency. 
On  August  18,  1994,  we  received  a  response  from  Leo  Komfeld,  Deputy  Assistant 
Secretary,  stating  that  since  the  CPS  recompetion  had  no  bearing  on  these  issues, 
no  changes  would  be  made  to  the  RFP.  Failure  to  modify  the  CPS  RFP  and  compete 
the  necessary  system  modifications  means  that  the  Department  must  now  use  costly 
task  order  vehicles  to  address  these  problems. 

We  further  noted  this  deficiency  in  a  letter  to  Congressman  Goodling  on  October 
31,    1994,   (attached)   and  its   negative   effect  on   FDLP.   In   that  letter,   we   rec- 
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ommended  that  the  Department  encourage  institutions  to  report  disbursements 
early — a  step  that  would  not  only  minimize  the  potential  for  multiple  loans  but 
would  have  also  avoided  most  of  the  well-known  problems  encountered  in  reconcili- 
ation this  year.  This  recommendation  also  went  unheeded. 

In  addition  to  this  structural  deficiency  in  delivery  and  failure  to  encourage  insti- 
tutions to  report  early,  in  the  first  year  of  FDLP  implementation  there  have  been 
problems  in  software  and  systems  design  that  have  made  reconciliation  in  FDLP  an 
unnecessarily  slow  and  difficult  process.  We  are  prepared  to  discuss  how  structural 
deficiencies  in  delivery  and  these  factors  interact,  if  you  should  decide  to  do  so. 

EDUCATIONS  QUALITY 

In  the  area  of  institutional  quality,  it  appears  that  a  number  of  institutions  that 
will  participate  in  FDLP  this  year  have  either  very  high  default  rate  histories  or 
no  history  at  all.  The  exact  numbers  have  been  provided  in  our  March  17  letter. 
I  especially  want  to  stress  one  point:  our  estimates  did  not  include  institutions  that 
are  exempted  by  statute  from  default  rate  triggers. 

The  inclusion  of  some  high  default  schools  would  not  be  a  major  problem.  How- 
ever, our  Committee  is  not  aware  of  the  development  of  measures  of  institutional 
quality  in  FDLP  that  serve  the  same  functions  as  default  rate  measures  in  FFELP. 
This  is  especially  troubling  in  the  face  of  announced  plans  to  use  income  contingent 
repayment  (ICR)  to  reduce  defaults  and  the  apparent  lack  of  any  plans  to  monitor 
high  default  schools'  performance  in  FDLP. 

With  regard  to  our  preliminary  findings  on  both  reconciliation  and  institutional 
selection,  I  must  state  that  it  has  been  extraordinarily  difficult  to  get  information 
from  the  Department  of  Education  (ED).  Several  requests  have  gone  completely 
unheeded. 

I  would  like  to  provide  three  additional  observations  with  regard  to  our  assess- 
ment of  FDLP. 

First,  our  loan  study  to  date  has  found  the  FDLP  to  be  a  feasible  program  with 
desirable  advantages  to  institutions  and  students. 

Second,  implementation  and  program  operation  have  been  relatively  smooth  up  to 
reconciliation. 

Third,  ED  in  general  has  shown  both  the  ability  and  commitment  to  manage  the 
program. 

I  can  attest  personally  to  each  of  these  because  my  institution,  Roger  Williams, 
is  a  direct  lending  institution.  Having  stated  that,  however,  it  is  the  Committee's 
perception  that  there  are  important  shortcomings  that  need  to  be  addressed  to  en- 
sure efficiency,  accountability,  and  integrity.  Our  response  to  your  letter  contains 
specific  recommendations  in  each  of  these  areas  and  is  part  of  our  written  testi- 
mony. 

Finally,  you  asked  that  we  address  difTerences  in  application  processes  and  terms 
and  conditions.  As  I  mentioned,  we  recommended  the  use  of  the  FAFSA  as  the  loan 
application  which  has  received  broad  support.  In  this  regard,  let  me  express  two 
concerns.  First,  this  should  not  be  used  as  an  opportunity  to  expand  the  applica- 
tion— further  burdening  students  and  families.  Second,  broad  interest  in  providing 
electronic  versions  of  the  FAFSA  should  not  result  in  the  proliferation  of  non- 
standard application  processes  and  forms. 

Senators,  you  have  had  a  profound  and  positive  impact  on  the  student  aid  applica- 
tion process.  Today  as  a  result  of  the  1992  amendments,  nearly  8.5  million  students 
and  families  receive  federal,  state  and  institutional  aid  in  45  states  using  a  simpler 
FAFSA  and  paving  no  fees,  up  from  fewer  than  2.5  million  students  in  1991.  Nearly 
60  percent  oi  students  currently  applying  have  done  so  with  a  preprinted 
reapplication  FAFSA.  Let  us  not  unwittingly  retreat  from  this  success  by  allowing 
the  proliferation  of  different  forms — and  processes — even  electronic  ones. 

Terms  and  conditions  must  also  be  examined  carefully.  We  must  consider  merging 
FFELP  more  effectively  into  the  other  Title  IV  programs  regarding  disbursements 
and  provide  repayment  options  that  are  available  to  borrowers  in  other  programs, 
including  borrower  contingent  repayment. 

I  would  be  glad  to  answer  any  questions  you  might  have. 

Senator  Jeffords.  Mr.  Penner. 

Mr.  PE^fNER.  Thank  you,  Mr.  Chairman,  for  the  opportunity  to 
testify.  I  should  say  right  away  that  I  am  not  here  as  an  expert 
on  education  poHcy.  I  am  here  as  a  budget  wonk.  Much  of  the  anal- 
ysis done  here  was  done  for  the  Coalition  for  Student  Loan  Reform, 
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although  I  am  sad  to  admit  that  I  have  been  working  on  this  prob- 
lem of  accounting  for  credit  programs  for  about  20  years. 

In  his  fiscal  1996  budget,  President  Clinton  claims  that  the  im- 
plementation of  his  policies  since  OBRA  1993  will  reduce  the  cost 
of  student  loan  programs  by  $12  billion  for  the  period  1995-2000. 
Of  this  amount,  $6.8  billion  is  claimed  for  the  effects  of  OBRA 
1993,  and  the  largest  portion  of  this  $6.8  billion  is  the  result  of 
substituting  direct  loans  for  guarantees.  He  claims  to  save  another 
$4.1  billion  from  his  fiscal  1996  proposal  to  go  to  100  percent  direct 
lending.  The  remaining  $1.1  billion  of  the  saving  is  the  result  of 
capturing  reserves  from  guaranty  agencies. 

About  one-half  of  the  claimed  saving  from  doing  to  direct  loans 
is  clearly  illusory.  The  problem  arises  because  the  Federal  Credit 
Reform  Act  of  1990  decrees  that  official  estimates  of  the  cost  of 
subsidies  provided  by  credit  programs  omit  the  administrative  costs 
paid  by  the  Government.  That  was  done  when  the  Act  was  written, 
purposely,  but  I  think  without  regard  to  the  strong  bias  it  creates 
in  regard  to  looking  at  the  costs  of  the  student  loan  program. 

Administrative  costs  under  the  private  portion  of  the  student 
loan  program  are  covered  by  the  interest  rate  charged  by  private 
lenders,  and  to  the  degree  that  the  Government  subsidizes  some  of 
that  interest,  that  is  calculated  as  part  of  the  cost  of  guarantee  pro- 
grams. On  the  other  hand,  to  the  extent  that  the  same  administra- 
tive functions  have  to  be  carried  out  by  the  Department  of  Edu- 
cation in  administering  the  direct  loan  program,  those  costs  are  not 
counted.  The  congress  can  look  at  them  for  a  5-year  period  where 
they  are  recorded  separately,  but  they  are  not  considered  a  part  of 
the  cost  of  the  direct  loan  subsidy,  and  they  are  not  considered  in 
the  $12  billion  saving  claimed  by  the  President  for  shifting. 

There  is  yet  another  problem,  and  that  relates  to  how  the  dif- 
ferent programs  are  financed.  Both  programs  provide  exactly  the 
same  benefits  to  the  student  and  envision  exactly  the  same  volume 
of  lending.  The  problem  is  that  the  direct  loan  program  has  to  be 
issued  by  putting  out  public  debt.  The  guarantee  program  ulti- 
mately will  be  financed  that  wav,  too,  but  with  the  direct  loan  pro- 
gram, there  is  a  great  surge  of*^  public  debt  in  the  beginning,  and 
then  it  tapers  down. 

It  seems  to  me  that  to  persuade  people  to  buy  that  public  debt 
instead  of  the  private  kind  of  securities  that  were  being  issued  pre- 
viously, the  interest  rate  will  have  to  go  up  a  little  bit  on  the  public 
debt.  The  basic  problem  is  that  the  tiniest  possible  increase  in  in- 
terest rates  on  the  public  debt  is  extraordinarily  expensive  because 
we  are  issuing  about  $1  trillion  worth  of  public  debt  per  year  to  fi- 
nance the  Government's  deficit  and  to  refinance  public  debt  that  is 
expiring. 

Just  a  one  basis  point  increase,  therefore,  costs  about  $100  mil- 
lion per  year,  and  you  have  to  think  about  that  one  basis  being  ap- 
plied as  the  debt  is  refinanced  over  the  life  of  the  student  loan. 

So  that  even  such  a  tiny  amount  which  is  not  observable  would 
wipe  out  all  of  the  savings  claimed  for  shifting. 

Now,  the  bias  that  I  mentioned  created  by  the  administrative 
cost  problem  can  be  solved  fairly  easily  just  by  amending  the  Fed- 
eral Credit  Reform  Act  of  1990.  You  can  require  the  agencies  that 
do  these  cost  estimates  to  include  it.  Senator  Kassebaum  has  a  sug- 
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gestion  of  just  doing  it  for  large  programs,  using  a  threshold  that 
today  would  only  affect  the  student  loan  program.  That  would  save 
the  efforts  of  0MB  and  CBO  to  do  it  on  a  lot  of  trivial  programs 
where  the  effort  would  be  very  high  in  areas  where  the  bias  is  not 
as  large  as  in  the  student  loan  program. 

However,  it  would  be  good — I  think  it  better  to  apply  some 
threshold  rather  than  naming  the  student  loan  program  specifi- 
cally, in  case  other  substitutions  of  this  sort  are  suggested  for  pro- 
grams that  grow. 

The  problem  of  considering  financing  costs  is  just  much  more  dif- 
ficult to  deal  with.  I  think  amending  scoring  problems  to  take  them 
into  account  is  impractical  because  they  are  so  hard  to  estimate. 
I  think,  however,  that  the  Congress  should  keep  them  in  mind 
whenever  the  substitution  of  direct  loans  for  guarantees  is  sug- 
gested in  any  program  because  they  could  be  very  large. 

Thank  you,  Mr.  Chairman. 

Senator  Jeffords.  Thank  you,  Mr.  Penner. 

[The  prepared  statement  of  Mr.  Penner  follows:] 

Executive  Sum.mary,  by  Rudolph  G.  Penner 

In  his  flscal  1996  budget,  President  Clinton  claims  that  the  implementation  of  his 

f»olicies  since  OBRA  1993  will  reduce  the  cost  of  student  loan  programs  by  $12  bil- 
ion  for  the  period  1995-2000.  Of  this  amount,  $6.8  billion  is  claimed  for  the  effects 
of  OBRA  1993  and  the  largest  portion  of  this  $6.8  billion  is  the  result  of  substituting 
direct  loans  for  guarantees.  He  claims  to  save  another  $4.1  billion  from  his  fiscal 
1996  proposal  to  go  to  100  percent  government  direct  lending  from  the  60-40  percent 
split  between  direct  lending  and  the  government's  guarantee  of  private  loans  that 
is  prescribed  by  current  law.  The  remaining  $1.1  billion  of  saving  is  the  result  of 
capturing  reserves  from  guarantee  agencies. 

About  one-half  of  the  claimed  saving  from  going  to  direct  loans  is  clearly  illusory, 
because  the  Federal  Credit  Reform  Act  of  1990  decrees  that  ofiicial  estimates  of  the 
cost  of  subsidies  provided  by  credit  programs  omit  the  administrative  costs  paid  by 
the  government.  Administrative  costs  under  the  guarantee  program  are  largely  fi- 
nanced by  the  interest  rate  charged  on  loans  by  private  lenders  and  the  govern- 
ments interest  subsidy  is  calculated  as  part  of  subsidy  cost  of  guarantee  programs. 
Because  illusory  savings  can  be  claimed  by  shifting  from  direct  loans  to  guarantees, 
the  cost  estimating  system  is  strongly  biased  against  guarantees. 

The  remaining  saving  claimed  for  shifting  to  direct  lending  may  be  more  than  ab- 
sorbed by  the  effects  of  direct  lending  on  the  costs  of  servicing  the  national  debt. 
All  scoring  procedures  ignore  financing  costs.  In  most  cases,  this  does  no  harm  in 
making  cost  comparisons  among  different  programs.  One  program  that  increases  the 
debt  $10  billion  adds  roughly  the  same  amount  to  the  government's  interest  bill  as 
any  other  program  adding  $10  billion  to  the  debt.  However,  when  direct  student 
loans  are  compared  to  guaranteed  student  loans,  the  onlv  important  difference  in- 
volves the  means  of  financing.  The  student  gets  essentially  the  same  benefit  in  ei- 
ther case. 

The  large  initial  cash  outfiow  associated  with  a  direct  loan  is  entirely  financed 
by  issuing  public  debt.  The  face  value  of  a  guaranteed  loan  may  be  financed  by  bank 
deposits  01  various  types  or  by  securities  issued  by  secondary  market  institutions. 
A  guarantee  program  is  not  financed  with  public  debt  until  defaults  and  any  inter- 
est subsidies  nave  to  be  financed.  If  direct  loans  are  substituted  for  guarantees  dol- 
lar for  dollar,  the  government  will  have  to  issue  more  public  debt  initially,  but  pri- 
vate institutions  will  issue  less  debt  to  the  market  place.  Under  the  president's  pro- 
posal to  move  to  direct  lending,  about  $140  billion  of  public  debt  will  be  added  dur- 
ing the  1996-2000  period  to  directly  finance  the  direct  loan  program  while  private 
debt  issuances  will  be  reduced  by  a  like  amount.  Because  the  overall  level  of  borrow- 
ing remains  the  same,  the  average  interest  rate  should  remain  constant.  However, 
the  supply  of  public  debt  will  rise  relative  to  the  supply  of  private  debt  and  because 
investors  regard  the  two  types  of  debt  somewhat  dinerently,  the  rate  on  public  debt 
may  have  to  rise  slightly  relative  to  the  rate  on  private  debt  in  order  to  pjersuade 
investors  to  hold  more  public  and  fewer  private  securities.  Given  that  over  one  tril- 
lion of  debt  must  be  issued  by  the  government  each  year  for  refinancing  old  debt 
and  for  financing  the  budget  deficit,  a  tiny  rise  in  the  cost  of  borrowing  for  the  gov- 
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eminent  of  less  than  one  basis  point  for  each  annual  cohort  of  direct  loans  starting 
in  1996  can  swamp  any  of  the  real  saving  resulting  from  moving  from  guarantees 
to  direct  loans  for  the  student  loan  program. 

The  bias  created  by  omitting  the  government's  administrative  costs  from  the  com- 
putation of  the  costs  of  direct  lending  versus  guarantees  can  be  cured  by  amending 
the  Federal  Credit  Reform  Act  of  1990  and  forcing  ofiicial  cost  estimators  at  0MB 
and  CBO  to  include  administrative  costs  in  estimates  of  the  costs  of  large  credit  pro- 
grams. The  omission  of  indirect  financing  costs  is  more  difficult  to  deal  with. 
Amending  scoring  procedures  to  take  them  into  account  is  impractical  because  they 
are  so  dimcult  to  estimate  accurately.  However,  the  Congress  should  keep  them  in 
mind  whenever  the  substitution  of  direct  loans  for  guarantees  is  suggested,  because 
they  could  be  very  large. 

Tnere  are  many  other  potential  problems  with  direct  lending  that  this  testimony 
has  not  been  able  to  consider.  Official  scoring  assumes  that  the  Department  of  Edu- 
cation can  administer  direct  loans  as  efficiently  as  the  private  market  administers 
guarantees  and  that  is  yet  to  be  proven.  Moreover,  the  political  pressure  for  the  gov- 
ernment to  forebear  in  the  case  of  defaults  may  be  much  stronger  in  the  case  oi  di- 
rect loans  than  it  is  for  guarantees.  There  are  many  other  possible  problems  as  well, 
and  the  Congi^ess  should  be  very  cautious  before  terminating  the  entire  private 
lending  program,  especially  since  the  alleged  saving  from  doing  so  are  likely  to  be 
non-existent. 

Prepared  Statement  of  Rudolph  G.  Penner 

Mr.  Chairman  and  members  of  the  committee,  thank  you  for  the  opportunity  to 
testify.  I  am  not  an  expert  on  educational  policy.  My  testimony  today  will  focus  on 
the  budget  process  and  how  it  may  distort  decisions  affecting  student  loan  pro- 
grams. Much  of  the  analysis  underlying  this  testimony  was  prepared  for  The  Coali- 
tion for  Student  Ban  Reform. 

BACKGROUND 

In  his  fiscal  1996  budget.  President  Clinton  claims  that  the  implementation  of  his 
policies  since  OBRA  1993  will  reduce  the  cost  of  student  loan  programs  by  $12  bil- 
lion for  the  period  1995-2000.  Of  this  amount,  $6.8  billion  is  claimed  for  tne  effects 
of  OBRA  1993  and  the  largest  portion  of  this  $6.8  billion  is  the  result  of  substituting 
direct  loans  for  guarantees.  He  claims  to  save  another  $4.1  billion  from  his  fiscal 
1996  proposal  of  going  to  100  percent  direct  lending,  and  the  remaining  $1.1  billion 
is  the  result  of  capturing  reserves  from  state  guarantee  agencies.  This  testimony 
will  show  that  about  one-half  of  the  claimed  saving  from  going  to  direct  loans  is 
clearly  illusory  and  that  the  remainder  may  be  more  than  absorbed  by  the  effects 
of  direct  lending  on  the  servicing  of  the  national  debt. 

Budget  scoring  for  student  loan  programs  is  governed  by  the  Federal  Credit  Re- 
form Act  of  1990  (CRA).  That  Act  improved  the  scoring  techniques  used  to  evaluate 
direct  loans  and  loan  guarantee  programs,  but  it  still  contains  some  very  important 
flaws.  Prior  to  the  CRA,  credit  programs  were  scored  on  a  cash  basis.  The  entire 
proceeds  of  a  direct  loan  countea  as  an  outlay  in  the  year  that  the  loan  was  made. 
The  fact  that  most  loans  would  be  repaid  eventually  did  not  show  up  in  the  scoring. 
In  contrast,  a  guarantee  did  not  appear  to  cost  anything.  There  were  no  outlays  in 
the  year  that  it  was  issued  and  the  future  outlays  necessary  to  cover  defaults  were 
not  counted.  If  there  was  any  fee  income  associated  with  the  guarantee,  the  issu- 
ance of  a  guarantee  appeared  to  reduce  the  budget  deficits.  In  other  words,  scoring 
techniques  greatly  exaggerated  the  long-term  costs  of  direct  loans  and  greatly  un- 
derstated the  costs  of  guarantees.  A  strong  bias  was  created  in  favor  of  using  guar- 
antee programs  instead  of  direct  loans  whenever  there  was  a  desire  to  subsidize  a 
certain  type  of  credit,  because  the  latter  did  not  seem  to  raise  the  deficit  imme- 
diately and  future  effects  on  the  deficit  were  ignored. 

The  CRA  improved  the  system  greatly  by  requiring  that  the  cost  of  credit  pro- 
grams be  computed  by  examining  tne  cash  outfiows  and  cash  flows  associated  with 
a  loan  over  its  entire  life.  For  a  typical  guaranteed  loan,  the  most  important  cash 
flow  is  likely  to  be  a  guarantee  fee  paid  at  the  beginning  of  the  loan  and  the  most 
important  cash  outflow  involves  future  payments  to  private  lenders  to  cover  the 
costs  of  any  defaults.  For  subsidized  student  loans,  an  interest  subsidy  is  also  paid 
to  lenders.  For  direct  loans,  the  largest  outflow  occurs  when  the  loan  is  made  irom 
the  government.  The  largest  infiow  relates  to  the  future  repayments  of  principal  and 
interest.  Future  outflows  and  inflows  are  discounted  to  reflect  the  time  value  of 
money.  For  the  government,  the  time  value  of  money  is  refiected  by  its  cost  of  bor- 
rowing. The  resulting  difference  between  the  discounted  value  of  all  outflows  minus 
all  inflows  is  known  as  the  subsidy  value  of  the  program.  (Put  another  way,  analysts 
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compute  the  present  value  of  all  cash  outflows  minus  all  cash  inflows  associated 
with  the  program  discounted  at  a  rate  reflecting  the  government's  cost  of  borrowing, 
using  maturities  that  match  that  of  the  loans  being  subsidized.) 

An  amount  equal  to  the  subsidy  value  is  appropriated  and  recorded  in  a  "credit 
program  account".  An  equal  amount  of  money  is  deposited  in  a  "financing  account" 
which  is  ofT-budget.  Cash  inflows  and  outflows  are  recorded  in  the  Hnancing  account 
when  they  actually  occur. 

This  new  approach  would  have  leveled  the  playing  field  for  comparing  the  true 
costs  of  guarantees  and  direct  loans  were  it  not  for  two  problems.  First,  the  CPA 
forbade  the  inclusion  of  the  present  value  of  administrative  costs  when  computing 
the  subsidy  provided  to  direct  loan  programs.  In  guaranteed  student  loan  programs, 
private  lenders  are  allowed  to  charge  a  premium  over  the  Treasury  bill  rate  for  the 
purpose  of  covering  administrative  costs.  To  the  extent  that  the  interest  rate  is  sub- 
sidized, this  becomes  part  of  the  subsidy  cost  of  the  guarantee  program.  This  indi- 
rect inclusion  of  administrative  costs  in  the  estimate  of  the  subsidy  provided  by  the 
guarantee  program,  and  their  exclusion  in  the  subsidy  computation  for  the  direct 
loan  program,  creates  a  bias  in  favor  of  substituting  direct  loan  programs  for  guar- 
antees. It  allows  the  Congress  or  the  president  to  claim  savings  from  the  substi- 
tution that  are  never  actually  enjoyed.  The  Congress  can  separately  examine  the  ad- 
ministrative costs  associated  with  direct  loan  programs,  but  these  are  typically  dis- 
played only  for  the  five-year  budget  horizon  of  the  House.  Most  administrative  costs 
associated  with  student  loans  are  incurred  when  loans  must  be  serviced  and  loan 
repayments  are  made  beyond  the  budget  window. 

The  second  problem  involves  financing  costs  related  to  the  effects  of  the  program 
on  the  interest  rate  that  must  be  paid  on  the  federal  debt.  All  scoring  procedures 
ignore  financing  costs.  In  most  cases,  this  does  no  harm  in  making  cost  comparisons 
among  different  programs.  One  program  that  increases  the  debt  $10  billion  adds 
roughly  the  same  amount  to  the  government's  interest  bill  as  any  other  program 
adding  $10  billion  to  the  debt.  However,  when  direct  student  loans  are  compared 
to  guaranteed  student  loans,  the  only  important  difference  involves  the  means  of  fi- 
nancing. The  student  gets  essentially  the  same  benefit  in  either  case. 

The  large  immediate  cash  fiow  associated  with  a  direct  loan  is  financed  by  issuing 
public  debt.  The  principal  of  a  guaranteed  loan  may  be  financed  by  bank  deposits 
of  various  types  or  by  securities  issued  by  secondary  market  institutions.  Public  debt 
is  not  issued  under  the  guarantee  program  until  defaults  have  to  be  financed  and 
any  interest  subsidy  is  paid.  If  direct  loans  are  substituted  for  guarantees  dollar  for 
dollar,  the  government  will  initially  have  to  issue  more  public  debt,  but  private  in- 
stitutions will  issue  less  debt  to  the  market  place.  Under  the  presidents  proposal 
to  move  to  direct  lending,  about  $140  billion  will  be  added  to  the  public  debt  during 
We  1996-2000  to  directly  finance  direct  loans  period  while  private  debt  issuances 
will  be  reduced  by  a  like  amount.  Because  the  overall  level  of  borrowing  remains 
the  same,  the  average  interest  rate  should  be  unaffected.  However,  the  supply  of 
public  debt  will  rise  relative  to  the  supply  of  private  debt  and  because  investors  re- 
gard the  two  types  of  debt  somewhat  differently,  the  rate  on  public  debt  may  have 
to  rise  slightly  relative  to  the  rate  on  private  debt  in  order  to  persuade  investors 
to  hold  more  public  and  fewer  private  securities.  Given  that  over  one  trillion  of  debt 
must  be  issued  by  the  government  each  year  for  refinancing  old  debt  and  for  financ- 
ing the  budget  deficit,  a  tiny  rise  in  the  cost  of  borrowing  for  the  government  can 
swamp  any  of  the  real  saving  resulting  from  moving  from  guarantees  to  direct  loans 
for  the  student  loan  program. 

ADMINISTRATIVE  COSTS 

The  omission  of  administrative  costs  from  the  subsidy  value  of  direct  lending  for 
student  loans  is  of  enormous  significance  when  the  subsidy  costs  of  loan  guarantees 
and  direct  lending  are  compared.  The  following  table  compares  the  estimated  saving 
as  a  percent  of  loan  values  with  and  without  administrative  costs  included. 
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The  table  illustrates  that  considering  administrative  costs  reduces  the  alleged  sav- 
ing from  moving  toward  direct  loans  anywhere  from  46  percent  in  1996  to  60  per- 
cent in  1998.  The  weighted  average  of  the  reduction  in  the  difference  is  52  percent. 
This  is  before  any  indirect  financing  costs  imposed  by  the  direct  loan  program  are 
considered. 

The  problem  could  be  cured  by  amending  the  CRA  and  requiring  that  the  present 
value  of  the  cost  of  administering  all  direct  loan  programs  be  considered  as  part  of 
the  subsidy  value.  This  would,  however,  impose  a  heavy  burden  on  cost  estimators 
at  0MB  and  CBO.  Administrative  costs  are  extremely  difficult  to  estimate  over  the 
life  of  loans  that  might  extend  for  decades.  Moreover,  the  problem  is  only  quan- 
titatively significant  for  student  loans.  The  student  loan  bias  attracts  attention  and 
so  distorts  decisions,  because  part  of  the  interest  paid  on  student  loans  is  subsidized 
and  the  subsidy  is  mainly  designed  to  cover  administrative  costs.  ^  Similar  explicit 
subsidies  are  not  paid  on  many  guarantee  programs. 

Consequently,  the  problem  could  be  resolved  by  requiring  the  estimation  of  ad- 
ministrative costs  only  in  the  student  loan  program.  An  alternative  approach  would 
be  to  require  administrative  costs  to  be  counted  for  direct  loan  programs  exceeding 
a  certain  threshold,  such  as  $5  billion.  At  the  moment,  this  particular  threshold 
would  only  capture  the  student  loan  program,  but  I  prefer  an  approach  that  does 
not  explicitly  name  the  student  loan  program  in  case  the  issue  becomes  important 
for  other  credit  programs  in  the  future. 

It  should  be  noted  that  subsidy  values  are  not  easy  to  compute  for  either  guaran- 
teed or  direct  loans.  Problems  go  far  beyond  the  task  of  estimating  administrative 
costs.  Default  rates  are  not  easy  to  estimate  either.  When  CRA  was  first  considered, 
some  of  us  suggested  having  the  market  estimate  the  subsidy.  If  a  direct  loan  was 
sold  to  the  marketplace  without  recourse,  the  discount  from  its  face  value  would  be 
the  market's  estimate  of  the  present  value  of  defaults  and  administrative  costs. 
Similarly,  if  reinsurance  was  purchased  for  guarantees,  the  premium  would  be  a 
good  indicator  of  the  subsidy  value. 

These  ideas  were  considered  too  radical  at  the  time.  The  purchase  of  reinsurance 
for  guarantees  is  probably  a  somewhat  more  radical  notion  than  the  sale  of  direct 
loans,  since  the  reinsurance  market  may  not  be  as  well  developed  as  the  secondary 
market  for  loans.  Selling  a  few  direct  loans  to  get  an  independent  estimate  of  the 
subsidy  value  still  has  great  appeal  to  me.  The  Congress  may  wish  to  reconsider 
the  idea. 

INDIRECT  FINANCING  COSTS 

The  above  table  did  not  consider  the  possibility  that  indirect  financing  costs  might 
wipe  out  any  saving  that  remains  from  shifting  to  direct  loans  after  administrative 
costs  have  been  considered.  In  1996,  for  example,  those  savings  were  expected  to 
be  4.38  percent  of  the  over  $16  billion  of  direct  loan  disbursements  or  over  $700  mil- 
lion. In  1996,  the  Federal  government  will  issue  approximately  one  trillion  in  debt 
for  refinancing  expiring  issues  and  for  financing  the  deficit.  If  the  substitution  of 
$16  billion  in  direct  loans  for  guarantees  raises  the  interest  rate  paid  on  the  public 
debt  by  only  one  basis  point  (1/lOOths  of  a  percentage  point),  the  extra  cost  of  fi- 
nancing the  public  debt  would  rise  by  $100  million.  The  present  value  of  this 
amount  for  the  assumed  10  year  life  of  the  loans  would  be  approximately  eqrual  to 
the  claimed  saving.  However,  the  loans  that  remain  from  the  1996  cohort  will  raise 
the  cost  of  refinancing  the  debt  the  next  year  as  well  and  each  year  for  10  more 
years  of  debt  refinancing.  (One  basis  point  on  the  entire  national  debt  in  the  hands 
of  private  investors  at  the  end  of  fiscal  1995  equals  over  $280  million  per  year.) 
Thus,  it  takes  far  less  than  one  basis  point  change  for  a  year's  cohort  of  direct  lend- 
ing to  far  more  than  wipe  out  the  claimed  saving  from  converting  to  direct  lending. 
By  the  year  2000,  the  entire  direct  lending  program  will  increase  the  public  debt 
by  almost  $140  billion,  if  the  president's  proposal  to  expand  it  is  accepted.  Ulti- 
mately, guarantee  programs  also  add  to  the  public  debt  when  defaults  have  to  be 
paid  and  other  costs  have  to  be  covered.  But  the  huge  surge  in  the  public  debt  relat- 
ed to  direct  lending  comes  early  in  the  life  of  the  direct  program  and  the  early  im- 
pact on  interest  rates  can  mean  that  the  ultimate  long-term  increase  in  the  national 
debt  caused  by  the  direct  lending  program  is  always  greater  than  that  associated 
with  guarantees. 


"^  Where  subsidies  are  not  paid  on  guaranteed  loans,  they  appear  less  costly.  There  may,  how- 
ever, still  be  a  temptation  to  convert  to  a  direct  lending  program  because  when  administrative 
costs  are  not  counted,  the  government  appears  to  earn  a  large  profit  on  any  direct  loan  program 
charging  the  same  interest  rate  as  a  guarantee  program. 
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Although  the  indirect  financing  cost  of  substituting  direct  loans  for  guarantees 
may  be  very  large  relative  to  officially  estimated  savings,  there  is  no  easy  cure  for 
its  omission  from  official  cost  estimates.  Its  size  depenos  on  the  amount  that  direct 
lending  raises  the  interest  rate  on  the  public  debt  and  the  change  is  likely  to  be 
too  tiny  to  be  identified  by  any  available  statistical  technique.  The  problem  is  that 
even  a  microscopic  change  in  interest  rates  imposes  a  significant  cost  on  the  Federal 
Government  relative  to  the  claimed  saving  from  shifting  to  direct  loans. 

Nevertheless,  making  estimates  of  indirect  financing  costs  a  part  of  official  scoring 
procedures  is  not  an  appealing  solution  to  the  problem.  CBO  and  0MB  would  find 
it  impossible  to  estimate  this  effect  with  any  confidence  and  if  they  tried,  they  would 
then  have  to  consider  the  logistical  nightmare  of  attempting  to  estimate  the  financ- 
ing costs  of  all  program  changes. 

As  hard  as  it  is,  I  would  suggest  that  indirect  financing  costs  are  something  that 
the  Congress  must  keep  in  mind  outside  the  ofilcial  scoring  process.  I  would  draw 
an  analogy  between  this  problem  and  the  problem  of  measuring  the  impact  of  tax 
and  sp>enaing  changes  on  the  economic  growth  rate.  I  believe  that  it  is  practically 
impossible  to  introduce  the  estimates  of  growth  effects  into  official  scoring  proce- 
dures, but  that  does  not  mean  that  the  Congress  should  not  debate  and  consider 
such  effects  when  it  is  considering  the  wisdom  of  a  particular  policy  change.  Unfor- 
tunately, far  too  much  emphasis  is  today  placed  on  the  numerical  results  of  official 
scoring  when  it  captures  only  a  portion  of  the  impact  of  most  policy  changes. 

Note  that  to  the  extent  direct  loans  were  sold  to  the  marketplace  as  suggested 
above,  the  increase  in  the  public  debt  required  initially  would  be  equal  to  the  dif- 
ference between  the  face  value  of  the  loan  and  the  markets  valuation.  It  would, 
therefore,  be  much  lower  than  the  debt  issue  required  by  the  current  program  which 
does  not  sell  its  loans. 

SUMMARY  AND  CONCLUSIONS 

In  his  fiscal  1996  budget.  President  Clinton  claims  that  the  implementation  of  his 
policies  since  OBRA  1993  will  reduce  the  cost  of  student  loan  programs  by  $12  bil- 
lion for  the  period  1995  -  2000.  Of  this  amount.  $6.8  billion  is  claimed  for  the  efTects 
of  OBRA  1993  and  the  largest  portion  of  this  $6.8  billion  is  the  result  of  substituting 
direct  loans  for  guarantees.  He  claims  to  save  another  $4.1  billion  from  his  fiscal 
1996  proposal  of  going  to  100  percent  direct  lending,  and  the  remaining  $1.1  billion 
is  the  result  of  capturing  reserves  from  state  guarantee  agencies.  About  one-half  of 
the  claimed  saving  from  going  to  direct  loans  is  clearly  illusory,  because  ofiicial  esti- 
mates of  the  cost  of  subsidies  provided  by  credit  programs  omit  the  administrative 
costs  paid  by  the  government.  Administrative  costs  under  the  guarantee  program 
are  financed  by  the  interest  rate  charged  on  loans  and  the  government's  interest 
subsidy  is  calculated  as  part  of  cost  of  guarantee  programs.  Because  illusory  savings 
can  be  claimed  by  shifting  from  direct  loans  to  guarantees,  the  cost  estimating  sys- 
tem is  strongly  biased  against  guarantees. 

The  remaining  saving  claimed  for  shifting  to  direct  lending  may  be  more  than  ab- 
sorbed by  the  effects  of  direct  lending  on  the  costs  of  servicing  of  the  national  debt. 
All  scoring  procedures  ignore  financing  costs.  In  most  cases,  this  does  no  harm  in 
making  cost  comparisons  among  different  programs.  One  program  that  increases  the 
debt  $10  billion  adds  roughly  the  same  amount  to  the  government's  interest  bill  as 
any  other  program  adding  $10  billion  to  the  debt.  However,  when  direct  student 
loans  are  compared  to  guaranteed  student  loans,  the  only  important  difference  in- 
volves the  means  of  financing.  The  student  gets  essentially  the  same  benefit  in  ei- 
ther case. 

The  large  initial  cash  outfiow  associated  with  direct  loans  is  financed  by  issuing 
public  debt.  The  principal  of  a  guaranteed  loan  may  be  financed  by  bank  deposits 
of  various  types  or  by  securities  issued  by  secondary  market  institutions.  If  direct 
loans  are  substituted  for  guarantees  dollar  for  dollar,  the  government  will  have  to 
issue  more  public  debt,  but  private  institutions  will  issue  less  debt  to  the  market- 
place. Under  the  president's  proposal  to  move  to  direct  lending,  about  $140  billion 
will  be  added  to  the  public  debt  during  the  1996-2000  period  while  private  debt 
issuances  would  be  reduced  by  a  like  amount.  Because  the  overall  level  of  borrowing 
remains  the  same,  the  average  interest  rate  should  remain  constant.  However,  the 
supply  of  public  debt  will  rise  relative  to  the  supply  of  private  debt  and  because  in- 
vestors regard  the  two  types  of  debt  somewhat  ainerently,  the  rate  on  public  debt 
may  have  to  rise  slightly  relative  to  the  rate  on  private  debt  in  order  to  persuade 
investors  to  hold  more  public  and  fewer  private  securities.  Given  that  over  one  tril- 
lion of  debt  must  be  issued  by  the  government  each  year  for  refinancing  old  debt 
and  for  financing  the  budget  deficit,  a  tiny  rise  in  the  cost  of  borrowing  for  the  gov- 
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emment  can  swamp  any  of  the  real  saving  resulting  from  moving  from  guarantees 
to  direct  loans  for  the  student  loan  program. 

The  bias  created  by  omitting  the  government's  administrative  costs  from  the  com- 
putation of  the  costs  of  direct  lending  versus  guarantees  can  be  cured  by  amending 
the  Federal  Credit  Reform  Act  of  1990  and  forcing  official  cost  estimators  at  0MB 
and  CBO  to  include  administrative  costs  in  estimates  of  the  costs  of  large  credit  pro- 
grams. The  omission  of  indirect  financing  costs  is  more  difficult  to  deal  with. 
Amending  scoring  procedures  to  take  them  into  account  is  impractical  because  they 
are  so  dimcult  to  estimate  accurately.  However,  the  Congress  should  keep  them  in 
mind  whenever  the  substitution  of  direct  loans  for  guarantees  is  suggested,  because 
they  could  be  very  large. 

TTiere  are  many  other  potential  problems  with  direct  lending  that  this  testimony 
has  not  been  able  to  consider.  OfTicial  scoring  assumes  that  the  Department  of  Edu- 
cation can  administer  direct  loans  as  efTiciently  as  the  private  maricet  administers 
guarantees  and  that  is  yet  to  be  proven.  Moreover,  the  political  pressure  for  the  gov- 
ernment to  forebear  in  the  case  of  defaults  may  be  much  stronger  in  the  case  of  di- 
rect loans  than  it  is  for  guarantees.  There  are  many  other  possible  problems  as  well, 
and  the  Congress  should  be  very  cautious  before  terminating  the  entire  private 
lending  program,  especially  since  the  alleged  saving  from  doing  so  are  likely  to  be 
non-existent. 

Senator  Jeffords.  Thank  you  all  for  very  excellent  testimony. 

Let  me  start  off  with  a  general  question  but  one  which  is  ex- 
tremely important  to  me.  Our  goal  is  to  make  sure  that  we  have 
a  fair  comparison  between  programs.  Dr.  Penner  talked  about  one 
comparison  problem  with  respect  to  the  cost  of  administration,  but 
the  one  that  bothers  me  the  most  is  the  default  situation. 

For  instance,  when,  if  ever,  does  a  direct  loan  come  into  default 
on  a  scoring  scale?  As  I  remember,  in  FFEL  we  create  an  auto- 
matic transfer  into  the  income  contingency  file.  I  would  like  to 
know  how  we  compare  defaults,  on  an  accounting  basis,  with  the 
direct  loan  program.  In  the  FFEL  program,  that  is  shown  as  a  di- 
rect cost  to  the  Federal  Grovernment.  It  is  my  understanding  that 
in  the  direct  loan  situation,  it  shows  up  as  an  accounts  receivable. 

Am  I  accurate,  and  if  so,  would  it  then  be  fair  to  turn  any  default 
in  the  FFEL  into  an  accounts  receivable  rather  than  a  cost,  be- 
cause the  Government  then  pays  out  and  is  owed  back?  I  am  a  lit- 
tle confused  on  this  part. 

Ms.  Blanchette,  can  you  help  me  out? 

Ms.  Blanchette.  I  will  try,  sir.  I  am  not  quite  sure  I  understand 
the  last  part  of  what  you  asked,  turning  default  under  FFEL  into 
an  accounts  receivable  and  not  considering  it  a  cost. 

Senator  Jeffords.  I  think  one  of  the  suggestions  is  that  the  in- 
come contingency  option  ought  to  be  available  to  the  FFEL  pro- 
grams as  well.  When  a  student  defaults  now,  we  try  and  collect  the 
loan  through  the  IRS;  it  could  therefore  be  construed  as  an  ac- 
counts receivable.  But  presently  it  is  not  accounted  that  way. 
Wouldn't  it  thus  be  fair  to  count  defaults  similarly  in  both  pro- 
grams? 

Ms.  Blanchette.  It  is  my  understanding  that  under  the  direct 
loan  program,  if  we  have  a  default  situation,  if  we  have  a  situation 
where  a  loan  is  not  being  repaid  as  it  should  be  per  the  agreement, 
that  the  income  contingent  portion  of  the  provision  for  the  direct 
loan  would  come  into  play. 

Now,  I  honestly  do  not  know,  technically,  at  what  point  the  De- 
partment would  consider  an  accounts  receivable,  but  even  under  di- 
rect loan,  it  seems  to  me  that  it  is  possible  to  have  a  true  default 
if  you  cannot  locate  a  borrower,  if  a  borrower  refuses  to  repay.  It 
seems  to  me  there  are  still  situations  where  you  would  have  a  de- 
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fault.  There  certainly  is  a  lot  more  opportunity  for  the  borrower  to 
be  in  good  standing  with  reduced  payments. 

Senator  Jeffords.  But  there  is  no  provision  presently  to  do  that, 
though,  is  there? 

Ms.  Blanchette.  I  am  not  aware  of  any. 

Mr.  McNamara.  Mr.  Chairman,  it  is  my  understanding  that  for 
borrowers  in  income  repayment,  as  for  probably  any  other  borrow- 
ers, if  they  have  failed  to  make  repayment  I  believe  in  120  days, 
I  think  the  Department  intends  to  turn  their  accounts  over  to  the 
Department's  debt  collection  office.  I  am  not  sure  whether  they  will 
be  declared  at  that  point  to  be  in  default  or  not.  As  long  as  they 
are  on  income  contingent,  that  would  still  be  a  receivable,  though. 

Mr.  Penner.  I  think,  though,  Mr.  Chairman,  in  terms  of  uie 
numbers  that  you  see  as  the  costs  of  this  program,  this  is  not  a 
problem  in  comparing  the  two  programs.  The  CBO  and  the  0MB, 
in  calculating  the  costs,  look  at  all  of  the  cash  outflows  and  inflows 
related  to  each  of  these  programs  over  the  life  of  a  whole  cohort 
of  student  loans. 

So  to  the  extent  that  an  income-contingent  loan,  whether  it  be 
in  either  one  of  these  programs,  for  example,  delays  payment  be- 
cause the  Grovernment  would  have  to  wait  longer  for  its  money  and 
borrow  in  the  interim,  that  would  appear  as  a  larger  cost  for  the 
program. 

There  is  only  a  very  slight  difference  in  that  in  the  private  pro- 
gram right  now,  the  Government  does  not  compensate  guaranty 
agencies  100  percent  for  the  default;  whereas  under  the  direct  loan, 
they  would  have  to.  But  that  is  a  small  item. 

It  is  also  envisioned  that  under  the  direct  loan  program,  defaults 
will — well,  they  will  appear  more  quickly;  there  is  something  of  a 
time  delay  in  compensating  private  lenders  for  them.  So  that  is  an- 
other difference.  But  those  are  very  small  differences.  I  think  the 
way  CBO  and  0MB  would  handle  the  issue  that  you  discussed,  it 
really  would  not  be  a  big  problem. 

Senator  Jeffords.  I  just  worry  that  we  are  under  strict  require- 
ments within  our  caps  on  discretionary  funding,  how  things  get 
scored  makes  a  difference  as  to  what  the  budget  instructions  are 
to  us  as  a  committee.  So  it  is  important  in  that  respect.  Whether 
the  overall  impact  on  the  Government  is  any  different,  I  am  not 
sure.  But  I  also  think  we  ought  to  know  when  something  is  in  de- 
fault, and  I  would  hope  the  Department  would  let  us  know  when 
a  loan  will  be  considered  in  default. 

Senator  Simon,  we  are  going  in  order  of  arrival. 

Senator  Simon.  All  right.  I  much  prefer  that  to  seniority.  [Laugh- 
ter.] 

First,  we  welcome  all  of  you,  and  particularly  Rudy  Penner,  who 
is  no  stranger  here.  Let  me  just  for  the  record  note  that  the  Coali- 
tion for  Student  Loan  Reform  which  he  represents  is  the  coalition 
that  fought  student  loan  reform  in  the  last  session,  and  they  are 
the  guaranty  agencies. 

And  when  we  talk  about  administrative  costs,  let  me  take  the 
liberty  of  reading  testimony  of  a  witness  we  will  hear  from  a  little 
later.  Earl  Dowling,  from  Iowa  State.  He  says,  "Under  the  William 
D.  Ford  Direct  Loan  Program,  we  administer  and  manage  a  larger 
loan  program  with  fewer  people.  Under  Federal  direct  lending.  Fed- 
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eral  work-study  employment  in  our  loan  office  has  been  reduced  by 
30  percent;  telephone  traffic,  always  representative  of  student  aid 
satisfaction,  was  down  40  percent  at  a  time  when  bills  were  due 
compared  to  the  same  time  period  under  FFELP.  Federal  direct 
lending  is  easier  to  administer  and  requires  less  resources.  For  ex- 
ample, eight  computer  terminals  were  removed  from  operation,  at 
a  cost  savings  of  $200  each  per  month,  a  $1,600  per  month  savings 
in  terms  of  my  budget." 

That  is  pretty  impressive. 

I  was  pleased  in  reading  your  prepared  testimony,  Ms. 
Blanchette,  that  you  say  "Overall,  representatives  of  the  38  schools 
we  contacted  were  very  pleased  with  direct  lending.  Students  get 
their  loan  proceeds  much  faster,  the  direct  loan  process  is  less  com- 
plex and  confusing,  schools  have  more  control  over  the  loan  proc- 
ess." 

You  did  State  in  a  letter — I  am  not  sure  if  it  was  you,  but  some- 
one at  GAO — a  February  1993  letter  that  using  short-term  rates, 
just  as  Sallie  Mae  and  the  banks  do,  more  than  doubles  the  savings 
from  direct  lending.  Is  that  still  accurate?  That  letter  suggested 
that  if  we  were  to  go  full  funding  at  the  Federal  level,  direct  lend- 
ing, instead  of  $4.7  billion  if  you  used  the  short-term  rates,  that  the 
savings  would  be  $11  billion.  Is  that  still  the  case? 

Ms.  Blanchette.  Well,  that  analysis  was  done  before  the  1993 
reform  act,  so  a  number  of  changes  have  occurred  both  in  the  FFEL 
program,  and  of  course,  now  we  have  the  phased-in  direct  lending. 
We  have  not  updated  those  numbers,  and  so  I  cannot  cite  you  what 
our  current  cost  estimate  would  be.  But  the  general  principle  would 
be  the  same.  For  your  net  present  value  calculation,  if  you  are 
using  lower  interest  rates,  the  difference  would  presumably  be 
greater  than  if  you  are  using  longer-term  rates. 

Senator  Simon.  So  while  the  figures  may  vary,  the  principle  is 
still  the  same. 

Ms.  Blanchette.  The  principle  would  be  the  same. 

Senator  SiMON.  Mr.  McNamara,  I  understand  that  an  audit  was 
recently  completed  on  the  Texas  guaranty  agency.  Can  you  describe 
the  problems  that  were  uncovered  there? 

Mr.  McNamara.  Yes,  Senator.  We  did  an  audit  on  the  Texas 
guaranty  agency  in  response  to  an  allegation  that  we  had  received 
that  the  arrangement  between  the  guaranty  agency  and  its  general 
counsel,  that  was  also  serving  as  its  litigation  contractor,  had  re- 
sulted in  the  agency  not  collecting  as  much  money  as  they  thought 
they  should  have. 

When  we  looked  into  it,  what  we  found  was  that  the  general 
counsel  and  the  agency  had  entered  into  a  contract  on  the  general 
counsel  firm's  letterhead,  a  one-page  contract,  which  did  not  go  into 
any  great  length  on  the  due  diligence  procedures  that  should  have 
been  followed  in  attempting  to  collect  on  defaulted  loans  referred 
from  the  guaranty  agency. 

As  a  result  of  our  review  and  our  sampling  of  the  records,  we 
concluded  that  the  general  counsel  and  litigation  contractor  had 
not  taken  the  necessary  due  diligence  actions  to  follow  up  and  help 
assure  collection  on  defaulted  loans,  and  we  recommended  the  re- 
covery of  $178  million. 
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There  were  a  number  of  issues  in  the  report,  as  I  recall.  I  believe 
the  law  firm  that  served  as  the  general  counsel  had  made  political 
contributions  to  members  of  the  board;  the  one-page  contract  pro- 
vided that  the  law  firm  would  be  paid  I  believe  25  percent  of  all 
collections,  for  which  in  many  cases,they  sent  a  letter  to  the  party 
that  had  not  paid,  requesting  payment,  and  even  if  they  did  not  file 
a  lawsuit,  which  was  also  part  of  the  due  diligence,  they  would  still 
receive  25  percent  of  any  funds  recovered. 

We  also  found  that  in  a  large  percentage  of  the  files  that  we  sam- 
pled that  lawsuits  were  either  not  filed  within  the  225-day  dead- 
line, or  not  filed  at  all.  So  we  made  recommendations  that  the 
guaranty  agency  straighten  out  its  procedures, 

I  might  also  point  out  that  the  requirements  and  procedures  of 
the  guaranty  agency  require  competitive  bidding  for  any  contract 
over  $10,000,  and  this  was  not  done  in  this  particular  case.  So  we 
recommended  that  they  follow  their  own  procedures  as  far  as 
award  of  contracts,  that  they  try  to  have  a  different  firm  than  their 
general  counsel.  We  felt  that  having  the  general  counsel  also  serve 
as  the  litigation  contractor  did  not  serve  the  client  that  well  be- 
cause if  the  general  counsel  is  supposed  to  out  for  the  client's  inter- 
ests, they  might  have  offered  more  critical  comments  about  the  con- 
tents of  the  contract  and  specified  that  it  contain  more  specifics  on 
exactly  what  the  collection  contractor  should  do. 

Senator  Simon.  If  I  may  ask  one  follow-up  question,  have  you 
found  this  type  of  conflict  of  interest  in  other  guaranty  agencies? 

Mr.  McNamara.  Yes,  Senator,  we  have.  We  did  an  audit  a  little 
over  a  year  ago,  I  believe,  where  we  looked  at  12  guaranty  agencies 
that  accounted  for  close  to  $60  billion — I  think  it  was  about  68  per- 
cent of  the  loan  portfolio  in  total.  And  of  those  12  that  we  looked 
at,  nine  of  them,  or  about  $40  billion,  had  relationships  with 
servicers,  secondary  markets,  and  other  FFELP  providers,  where 
they  were  either  a  parent  and  had  spun  off  subsidiaries  that  they 
had  a  financial  interest  in,  or  perhaps  they  were  members  of  divi- 
sions in  a  large  corporation.  In  any  event,  what  we  concluded  was 
that  this  put  the  guaranty  agency  in  a  conflict  situation  in  enforc- 
ing due  diligence  and  other  requirements  against  entities  that  it 
had  a  financial  interest  in.  We  felt  that  this  could  put  the  accuracy 
of  the  data  at  risk  if  they  were  supposed  to  go  in  and  take  a  look 
to  make  sure  that  all  the  due  diligence  information  was  being  pro- 
vided timely,  say,  by  a  servicer  that  they  owned;  if  it  was  not,  they 
would  be  at  cross-purposes  if  they  took  action. 

We  recommended  that  no  one  on  the  boards  of  directors  of  guar- 
anty agencies  be  allowed  to  have  any  financial  interest  in  any  of 
these  services.  As  it  turned  out,  it  did  not  go  through  on  reauthor- 
ization. The  Secretary  has  the  capability  to  request  these  boards  of 
directors  and  officers  to  submit  their  financial  interest  if  he  so 
chooses,  but  that  would  put  is  in  the  position  of  having  to  monitor 
hundreds  and  perhaps  thousands  of  individuals.  So  that  from  an 
oversight  perspective,  it  is  not  very  useful. 

Senator  Simon.  But  the  net  result  of  this  conflict  of  interest  is 
that  the  Federal  Grovernment  is  at  risk  for  billions  of  dollars;  is 
that  correct? 
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Mr.  McNamara.  In  our  report,  I  think  we  said  that  of  the  nine 
guaranty  agencies  that  we  found  this  to  be  the  case  in,  we  figured 
about  $11  bilHon  was  at  risk;  yes.  Senator. 

Senator  Simon.  I  would  say  that  is  pretty  powerful  testimony. 

Thank  you,  Mr.  Chairman. 

Senator  Jeffords.  Senator  Coats. 

Senator  Coats.  How  much — if  the  same  problems  occurred,  and 
the  projected  default  rate  occurred,  how  much  would  be  at  risk 
under  the  direct  lending  program? 

Mr.  McNamara.  I  think  it  is  a  different  question.  Senator.  The 
guaranty  agencies  had  spun  off  or  entered  into  arrangements  with 
other  subsidiaries  or  profit-making  corporations.  We  would  not 
have  that  under  direct  lending.  The  Federal  Government  would  be 
making  the  loans  directly.  You  would  not  have  the  guaranty  agen- 
cies there,  so  it  is  a  different  situation.  You  would  not  have  the 
conflict. 

Senator  Coats.  But  there  is  still  money  at  risk. 

Mr.  McNamara.  Well,  the  money  at  risk  I  guess  ultimately  is 
that  the  borrower  will  default.  Under  direct  lending,  we  know — 
when  the  school  draws  down  the  money,  we  have  an  accounts  re- 
ceivable from  the  school,  and  when  they  disburse  it  and  make  a 
loan,  then  we  have  got  an  accounts  receivable  from  the  student, 
and  ultimately,  some  number  will  probably  default. 

I  think  the  risk  we  were  talking  about  here,  the  Department 
would  have  oversight  of  that;  it  would  be  a  fairly  closed  loop.  With 
the  guaranty  agencies,  they  have  responsibility  for  overseeing  lend- 
ers and  servicers,  so  the  Department  is  relying  on  them,  and  it  is 
sort  of  a  fiduciary  responsibility.  If  they 

Senator  Coats.  OK.  I  understand.  My  time  is  limited.  I  want  to 
thank  you,  though;  I  do  not  mean  to  cut  you  off. 

Let  me  ask  a  follow-up  or  tag-on  to  that,  and  maybe  Ms. 
Blanchette  or  Ms.  Fawthrop  can  answer  this  question.  To  what  ex- 
tent will  the  Department  have  to  outside  contract  or  new  hire  in 
order  to  move  from  the  5  percent  to  40  percent?  Do  we  know  those 
numbers? 

Ms.  Blanchette.  Under  direct  lending,  outside  contractors  could 
be  used  to  service  loans,  and  ultimately  to  collect. 

Senator  Coats.  Will  some  of  those  outside  contractors  be  the 
same  people  now  doing  the  guarantee? 

Ms.  Blanchette.  Could  be. 

Senator  Coats.  Do  we  know  to  what  extent  they  are  going  to  do 
that?  I  mean,  the  implication  here  is  that  there  are  people  sitting 
around  the  Department  of  Education  with  nothing  to  do,  and  this 
is  a  nice,  new  program  that  is  not  going  to  cost  any  more  money 
to  implement  within  the  Government  as  opposed  to  outside.  So  I 
am  just  wondering  what  kind  of  numbers  are  we  talking  about,  and 
aren't  we  in  effect  going  to  just  have  the  Department  of  Education 
contract  out,  and  those  people  will  have  to  be  paid,  right? 

Ms.  Blanchette.  Well,  of  course,  the  Federal  contractors  would 
have  to  be  paid.  We  have  not  looked  specifically  at  the  Depart- 
ment's plans  in  terms  of  staffing  in  future  years. 

Senator  Coats.  Ms.  Fawthrop,  do  you  have  information  on  that? 

Ms.  Fawthrop.  We  have  not  looked  at 
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Senator  Coats.  Does  anybody  know?  Does  anybody  have  that  in- 
formation? 

[No  response.] 

Senator  SiMON.  We  are  going  to  hear  from  the  deputy  secretary, 
Governor  Kunin,  shortly. 

Senator  Coats.  All  right.  I  will  wait,  then,  and  hold  my  question 
on  that. 

Dr.  Penner,  you  said  you  are  a  numbers  wonk,  and  you  gave  a 
numbers  wonk  presentation,  and  I  appreciate  your  doing  that.  You 
have  a  distinguished  record  of  service  to  this  country,  and  I  have 
never  questioned  your  integrity,  and  I  do  not  question  the  accuracy 
of  your  presentation.  I  do  not  believe  you  said  anything  that  was 
biased  toward  a  plus  or  minus  on  direct  lending  versus  the  current 
guarantee  system,  and  I  appreciate  that. 

I  think  you  have  raised  some  very  interesting  questions  which 
the  committee  obviously  has  to  consider.  It  is  a  time-honored  prac- 
tice here  in  Washington  as  we  calculate  our  budgets  to  tend  to  ei- 
ther ignore  certain  realities  or  stretch  certain  numbers  so  that  we 
can  present  a  budget  that  looks  good  on  paper,  but  in  reality  is  not 
all  that  it  is  cracked  up  to  be. 

So  your  estimate  that  half  of  the  claimed  savings  under  the  Clin- 
ton budget  are  illusory  I  think  was  very  illustrative.  Time  will  tell 
just  exactly  what  those  savings  are,  although  I  regret  that  we  did 
not  have  your  testimony  as  we  were  evaluating  whether  to  go  for- 
ward with  this  program,  because  I  think  a  lot  of  people  were  mak- 
ing decisions  on  the  basis  of  promised  savings,  and  I  do  not  think 
we  realized — ^because  we  are  not  all  numbers  wonks — that  a  lot  of 
these  costs  were  being  calculated  differently,  so  the  numbers  before 
us  were  not  the  actual  numbers  of  savings  oecause,  as  you  said,  ad- 
ministrative costs  were  omitted. 

I  am  wondering,  have  you  done  any  analysis  or  evaluation  of 
what  kinds  of  costs  the  Department  will  have  to  incur  that  we  need 
to  consider  as  we  decide  whether  to  go  forward  with  this? 

Mr.  PE^fNER.  All  of  the  numbers  I  use,  sir,  came  directly  from  the 
Department,  and  their  own  estimate  of  the  value  of  all  of  the  ad- 
ministrative costs  as  a  percent  of  the  present  value  of  the  loans  is, 
for  example,  for  1996  about  5.6  percent.  That  is  to  say,  of  the 
present  value  of  the  loans,  the  present  value  of  the  administrative 
costs  are  about  5.6  percent.  For  the  entire  period  1995-2000,  their 
own  estimate  is  6.4  percent.  That  compares  to  the  administrative 
costs  for  the  guarantee  that  are  counted  of  2.3  percent.  That  just 
reflects  that  most  of  the  administrative  costs  for  the  guarantees  are 
borne  by  the  lenders  and  are  counted  in  the  cost  of  that  program. 

Senator  Coats.  So  that  what  we  are  looking  at  here  is  a  fairly 
significant  cost  shift  from  one  payor  to  another  payor. 

Mr.  Penner.  That  is  right.  And  as  was  pointed  out,  presumably, 
much  of  this  6.4  percent  will  go  to  private  contractors  who  are  ad- 
ministering the  direct  loan  program  on  behalf  of  the  Department 
of  Education. 

Senator  Coats.  As  my  last  question,  when  do  each  of  you  esti- 
mate we  will  have  sufficient  data  before  us  to  make  a  valid  deter- 
mination as  to  what  the  actual  costs  are,  how  much  direct  lending 
saves  versus  the  guarantee  program,  and  whether  or  not  we  ought 
to  take  it  to  100  percent,  have  it  as  a  competing  program,  or  elimi- 
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nate  it.  When  are  we  going  to  have  that  body  of  information  before 
us?  After  the  second  year? 

Ms.  Blanchette.  Well,  certainly,  as  Mr.  McNamara  said  in  his 
prepared  statement,  going  from  5  percent  to  40  percent  certainly 
does  provide  a  good  test  ground.  Our  view  is  that  given  that  so  far, 
the  Department  seems  to  be  doing  a  good  job  and  the  first  year 
schools  are  satisfied  with  the  situation 

Senator  Coats.  Of  course,  it  is  a  huge  leap  ^rom  5  to  40. 

Ms.  Blanchette  [continuing].  Of  course,  it  is;  of  course,  it  is.  And 
as  we  have  pointed  out  in  other  testimony  and  in  reports,  we  too 
are  somewhat  concerned  about  the  Departn  ent's  ability  to  make 
that  leap.  But  so  far,  things  seem  to  be  going  well,  and  what  we 
see  is  really  some  healthy  competition  between  the  two  progn*ams. 

Senator  Coats.  So  would  you  estimate  that  at  the  end  of  the 
next  year  test  program,  that  sometime  after  that  point,  we  will 
have  sufficient  data  to  make  some  valid  conclusions? 

Ms.  Blanchette.  Well,  we  will  certainly  have  a  lot  more  data 
than  we  have  now. 

Senator  Coats.  Is  that  the  conclusion  of  everybody  here? 

Mr.  Penner.  Well,  no.  I  would  disagree 

Ms.  Blanchette.  I  would  not  go  the  step  further  to  say  we  will 
have  sufficient;  we  do  not  know.  But  we  will  certainly  have  a  lot 
better  view  than  we  do  now. 

Senator  Coats.  Dr.  Penner. 

Mr.  Penner.  Well,  I  think  you  have  to  wait  until  a  considerable 
number  of  these  loans  are  in  servicing.  That  is  the  other  end  of  the 
administrative  problem,  and  I  would  suggest  that  it  will  be  at  least 
5  years  before  that  really  builds  up. 

Senator  Coats.  So  an  adequate  demonstration  program  would 
take  5  years,  in  your  estimation? 

Mr.  Penner.  At  least.  With  the  income-contingent  program,  we 
really  will  not 

Senator  Coats.  It  could  take  30  years. 

Mr.  Penner  [continuing].  Exactly.  We  will  not  really  know  how 
that  will  work  for  a  very  long  time. 

Senator  Jeffords.  We  have  a  vote  on  now.  Senator  Dodd,  would 
you  prefer  to  sit  out  the  vote,  or  proceed? 

Senator  Dodd.  I  think  we  all  want  to  make  the  vote,  but  just 
very  briefly,  Mr.  Chairman,  first  of  all,  thanks  for  doing  this.  As 
someone  who  was  deeply  involved  in  fashioning  the  compromise  in 
the  last  Congress  on  this  issue,  my  hope  would  be  that  we  would 
give  this  a  chance  to  work  and  progress. 

I  had  a  lot  of  hesitancies  about  this,  as  my  colleagues  may  recall, 
about  going  to  the  direct  lending  immediately.  My  colleague  from 
IlHnois  knows  that.  But  I  think  the  hearing  is  important  because 
my  concern  is  that  we  are  going  to  try  to  cap  this  idea  before  really 
getting  to  the  point  where  it  has  proved  its  value. 

I  notice  that  we  only  reached  30  percent  in  the  first  year  or  so 
because  a  number  of  schools  and  institutions  were  concerned  about 
the  political  climate  on  this  issue.  Is  that  not  the  case?  Just  quick- 
ly, did  you  get  that  reaction  from  schools? 

Senator  Jeffords.  We  only  have  3  minutes  left  in  the  vote,  so 
I  think  we  will  have  to  come  back. 

Senator  Dodd.  We  will  have  to  come  back,  yes. 
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Senator  Jeffords.  You  can  all  think  about  that  question,  and  we 
will  recess  until  we  return. 

[Recess.] 

Senator  Jeffords.  I  will  interrupt  for  Senator  Dodd  when  he  re- 
turns, but  in  view  of  the  time,  I  will  ask  my  second  round  question 
now. 

I  would  like  to  take  a  look  again  at  the  long-term,  and  when  we 
can  expect  that  we  will  be  able  to  discern  as  to  what  is  really  going 
on  in  the  direct  lending  program.  I  am  worried  about  the  future 
and  the  questions  that  are  going  to  arise  10,  15  years,  from  now 
and  as  to  how  we  can  anticipate  any  of  those  problems  in  the  short 
term,  or  how  we  can  have  an  idea  as  to  what  may  be  happening 
when  we  go  to  income  contingency — who  will  pay  back,  how  many 
are  going  to  wait  and  take  advantage  of  the  fmal  ability  to  termi- 
nate their  legal  obligations. 

Can  anyone  help  me  on  that? 

Mr.  McNamara.  Mr.  Chairman,  in  terms  of  when  we  will  have 
the  necessary  data  to  evaluate  the  program,  I  think  it  is  going  to 
be  sort  of  unrolling  as  time  goes  by.  We  will  have  a  pretty  good 
idea  in  year  two  about  our  success  in  making  the  loans,  and  per- 
haps in  year  three  and  four,  as  more  loans  go  into  servicing,  now 
well  that  works.  Ultimately,  though 

Senator  Jeffords.  That  is  an  important  part  of  it  that  I  would 
like  some  comment  on,  is  the  ability  to  service  the  loan,  as  well  as 
the  ability  to  ensure  being  repaid  at  the  earlier  moment,  shall  we 
say. 

Mr.  McNamara.  Right  now,  the  Department  is  using  a  larger 
servicer,  and  I  believe  their  plans  are  to  add  more  servicers  as  the 
program  expands,  and  I  think  first  preference  goes  to  guaranty 
agencies,  and  I  have  heard  numbers  somewhere  between  six,  per- 
haps as  many  as  ten  servicers  would  be  added.  These  would  prob- 
ably be  from  the  better,  or  stronger,  more  capable  guaranty  agen- 
cies and  other  servicers,  capacity  to  be  added  as  needed. 

So  many  of  them  are  already  doing  servicing  in  the  FFEL,  so  this 
would  be  similar  servicing  of  loans,  but  under  direct  loans. 

Senator  Jeffords.  Does  anyone  else  have  any  thoughts? 

Dr.  Penner. 

Mr.  Penner.  I  cannot  comment  on  that,  Senator. 

Senator  Jeffords.  Senator  Coats. 

Senator  Coats.  Well,  I  guess  I  am  coming  back  to  the  question 
I  asked  before.  The  promise  is  made  that  by  going  to  direct  lending, 
we  eliminate  the  outside  costs,  the  intermediate  step;  we  link  the 
student  through  the  institution  with  the  Government.  But  all  the 
testimony  is  that  the  Department  is  contracting  with  the  inter- 
mediate step  to  service  the  loans,  collect  the  loans.  I  mean,  have 
we  really  fundamentally  changed  the  system  to  effect  the  savings? 

Of  course,  I  have  to  admit  my  bias.  I  start  with  a  bias  that  the 
Government  generally  has  not  demonstrated  that  it  is  capable  of 
providing  services  as  efficiently  and  cost-effectively  as  the  private 
sector.  But  it  seems  to  me  that  what  we  are  doing  now  is,  instead 
of  eliminating  a  layer,  we  are  adding  a  layer. 

Mr.  McNamara.  In  regard  to  the  question  of  adding  layers  or 
complexity,  I  think  the  comparison  that  the  administration  of  the 
direct  loan  program  is  simpler  simply  because  there  are  fewer  peo- 
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pie,  and  it  is  more  directly  under  the  control  of  the  Department, 
you  do  not  have  as  many  intermediaries — I  think  we  have  some- 
where around  8,000  lenders  and,  at  last  count,  about  46  guaranty 
agencies — right  now  under  the  direct  lending  program,  you  have 
one  servicer  in  New  York  that  the  Department  contracts  with 

Senator  Coats.  Of  course,  we  are  just  talking  5  percent.  I  mean, 
when  you  get  the  thing  full  up,  full  volume — let  us  say  we  moved 
it  to  100  percent — the  thrust  of  the  legislation  initially  was  to  move 
to  100  percent;  I  think  that  is  the  goal,  to  move  it  to  100  percent. 
My  question  is  if  we  got  to  100  percent,  what  would  it  require  the 
Department  to  do,  how  many  employees  would  it  take,  how  many 
contracts  would  they  let,  how  many  people  would  that  involve,  and 
what  ultimately  would  be  the  cost  of  that? 

Mr.  McNamara.  We  have  not  done  any  work  on  the  cost  com- 
parisons, but  in  terms  of  what  it  would  take,  I  have  heard  the 
numbers  of  between  six  and  ten  servicers  that  might  need  to  be 
added  as  the  volume  expanded  to  100  percent.  Those  would  be 
under  contract  to  the  Department,  and  if  they  did  a  good  job,  I  as- 
sume the  Department  would  keep  them;  if  they  did  a  bad  job,  I  as- 
sume we  would  fire  them  and  get  somebody  else  who  would  do  a 
better  job. 

Senator  Coats.  Does  anybody  else  want  to  comment? 

[No  response.] 

Senator  Coats.  Thank  you,  Mr.  Chairman. 

Senator  Jeffords.  Senator  Simon. 

Senator  SiMON.  Thank  you,  Mr.  Chairman. 

I  have  just  two  questions.  Following  up  on  what  Senator  Coats 
had  to  say,  there  is  no  question  in  your  mind  that  the  Federal  Grov- 
ernment  saves  substantially  by  shifting  to  direct  lending,  is  there? 

Ms.  Blanchette.  What  we  have  is  a  situation  where  we  are  in 
the  first  year  of  a  phase-in.  We  have  very  little  actual  information 
to  go  on.  We  have  our  cost  estimates.  The  GAO  is  on  record  as  be- 
lieving that  there  are  cost  savings  in  direct  lending. 

What  Senator  Coats  is  asking  is  5  years  from  now,  or  if  the  ad- 
ministration has  its  way,  2  academic  years  from  now,  we  have  100 
percent  direct  lending,  what  will  it  cost,  and  what  will  the  world 
be  like.  And  no  one  has  done  any  type  of  study  to  determine  that; 
we  really  do  not  have  the  basis  at  this  point  to  determine  it,  based 
on  actual  experience. 

Senator  Simon.  But  the  projections  that  GAO  made  earlier,  you 
are  not  backing  off  on  those? 

Ms.  Blanchette.  We  are  not  backing  off,  but  there  have  been 
changes,  as  I  said  earlier,  as  a  result  of  the  Student  Loan  Reform 
Act  of  1993,  that  would  make  some  of  our  assumptions,  even  in 
terms  of  the  interest  rate  we  use — we  would  have  to  do  it  dif- 
ferently if  we  did  it  today. 

Senator  Simon.  Yes.  Obviously,  things  change. 

One  other  question.  Your  report  of  June  of  1994  says  "guarantors 
and  lenders  were  oflO  months  late  in  submitting  certain  reports, 
generally  resulting  in  the  Department  making  payments  that  were 
higher  than  necessary,  or  failing  to  receive  payments  that  were 
owed  to  the  Department." 

Has  that  changed  at  all? 
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Ms.  Blanchette.  The  general  situation  has  not  changed.  A  prob- 
lem with  the  Guaranteed  Student  Loan  Program,  or  FFELP,  as  it 
is  now  called,  has  long  been  the  absence  of  accurate  and  timely 
data,  and  that  situation  still  exists. 

Senator  Simon.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Senator  Jeffords.  Senator  Kennedy. 

Senator  Kennedy.  Thank  you,  Mr.  Chairman. 

I  welcome  our  witnesses,  and  I  look  forward  to  reading  their  tes- 
timony. I  have  no  questions  at  this  time. 

Senator  Jeffords.  Senator  Coats. 

Senator  Coats.  Nothing  further,  Mr.  Chairman, 

Senator  Jeffords.  Well,  thank  you  very  much,  all  of  you.  We 
deeply  appreciate  your  testimony.  You  have  given  us  a  better  view 
of  the  circumstances  and  situation,  and  I  can  assure  you  we  will 
probably  follow  up  with  some  additional  questions  as  time  goes  by. 

Thank  you  very  much  for  your  testimony. 

As  our  next  witness,  I  am  pleased  to  introduce  to  the  committee 
again  Madeleine  Kunin,  deputy  secretary  at  the  U.S.  Department 
of  Education.  Prior  to  her  service  in  Washington,  she  served  as 
Governor  of  the  extraordinary  Green  Mountain  State  of  Vermont. 

Madeleine,  we  look  forward  to  your  testimony. 

Senator  Simon.  What  State  was  that,  again? 

Senator  Jeffords.  V-e-r-m-o-n-t. 

Thank  you.  I  will  say  that  I  have  read  your  very  excellent  state- 
ment, and  I  am  hopeful  that  in  the  time  you  have,  you  will  con- 
centrate on  the  latter  part  of  your  testimony,  regarding  the  three 
questions  that  we  articulated  to  you,  regarding  loan  reconciliation, 
the  Department's  plan  to  define  cohort  default  rates,  and  loan  serv- 
icing collection.  That  might  save  us  all  time  for  questions  and  an- 
swers. 

Please  go  right  ahead  in  any  way  you  feel  appropriate. 

STATEMENT  OF  MADELEINE  KUNIN,  DEPUTY  SECRETARY,  U.S. 
DEPARTMENT  OF  EDUCATION,  WASHINGTON,  DC,  ACCOM- 
PANIED  BY  LEO  KORNFELD,  SPECIAL  ASSISTANT  TO  THE 
SECRETARY  FOR  DIRECT  LENDING 

Ms.  KUNIN.  Thank  you  very  much,  Senator  Jeffords  and  mem- 
bers of  the  committee.  Let  me  introduce  Leo  Komfeld  on  my  right, 
who  is  special  assistant  to  the  Secretary  for  direct  lending. 

The  purpose  of  my  testimony  is  to  update  you  on  the  implemen- 
tation of  direct  lending  and  explain,  based  on  its  merits,  why  it 
should  not  be  curtailed  or  capped,  but  rather  be  expanded  for  the 
benefit  of  students  and  taxpayers. 

It  is  rare,  I  think,  that  one  can  say  about  a  new  Federal  program 
that  it  actually  does  in  fact  work  better  and  cost  less  than  the  pro- 
gram that  it  is  replacing.  And  we  actually  do  not  have  to  blow  our 
own  horn  in  that  regard.  We  have  others  to  do  it  for  us,  namely, 
the  responses  from  students — some  examples  are  listed  in  the  testi- 
mony— when  they  say  "the  program  works,  it  is  simple,  we  like  it." 
Community  colleges  have  done  their  own  survey  and  are  uniformly 
enthused.  Education  Daily  did  a  survey.  It  is  a  combination  of 
these  responses,  as  well  as  our  own  analysis  of  the  program,  that 
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gives  us  confidence  that  this  program  is  in  fact  doing  what  it  was 
intended  to  do. 

As  you  no  doubt  know,  under  current  law,  the  program  is  being 
phased  in  over  a  number  of  years.  As  of  July  1,  1994,  104  schools 
representing  5  percent  of  total  loan  volume  entered  the  program, 
and  then  we  going  on  to  40  percent.  And  the  President  has  rec- 
ommended going  on  to  100  percent  because  of  the  effectiveness  of 
the  program  and  the  cost  savings. 

Now,  despite  our  initial  success,  I  know  the  committee  certainly 
has  many  questions,  and  they  are  important  questions,  and  we 
have  posed  a  few  of  them  that  have  already  come  up  in  the  discus- 
sion in  the  first  panel.  One  of  the  most  important  questions  is  are 
the  savings  real,  and  certainly  that  is  a  good  question  and  most 
critical. 

Both  the  CBO  and  the  Department  of  Education  estimated  in 
1993  that  the  Student  Loan  Reform  Act  would  produce  $4.3  billion 
in  savings  between  1994  and  1998.  Now,  let  me  emphasize  that  we 
have  no  choice  but  to  make  these  estimates  under  current  law,  and 
the  current  law,  of  course,  is  the  Credit  Reform  Act  of  1990.  So  this 
is  how  we  estimate,  and  this  is  how  CBO  has  estimated  in  the 
past. 

And  we  have  also  gotten  some  independent  auditors  and  re- 
searchers who  have  examined  the  student  loan  pro-am — ^these  in- 
clude Morgan  Stanley  Investments  and  the  Washmgton,  DC  cer- 
tified public  accounting  firm  of  Urbach,  Kahn  &  Werlin — and  they 
have  reached  similar  conclusions,  that  this  program  is  more  effi- 
cient, less  costly,  and  more  customer-friendly. 

The  question  has  also  been  asked,  aren't  these  savings  exagger- 
ated through  the  scoring  method.  As  I  already  indicated,  that  is  the 
law,  and  that  is  how  we  must  score  it.  However,  even  if  we  were 
to  change  the  scoring,  or  you  were  to  change  the  scoring,  as  Mr. 
Penner  has  suggested,  there  would  still  be  significant  savings  in 
this  program.  And  I  think  that  is  an  important  point  to  recall,  be- 
cause right  now,  under  current  estimates,  direct  loan  subsidy  costs 
to  the  Federal  Government  are  $8  less  for  every  $100  loaned  than 
comparable  costs  under  the  FFEL  program.  If  we  were  to  go  to  a 
different  method  of  scoring,  we  would  save  roughly  $4  for  every 
$100  loaned.  While  that  is  half  the  savings,  and  we  do  not  believe 
that  that  is  called  for  under  the  present  law,  it  is  clear  that  this 
is  still  a  major  savings  for  taxpayers  no  matter  which  way  you 
come  down  on  the  scoring  issue. 

Another  question  has  been  raised  most  recently  by  Senator 
Coats — isn't  this  the  way  we  want  to  go  when  we  are  in  a  period 
of  privatization  and  Government  downsizing;  aren't  we  moving  in 
the  wrong  direction,  creating  a  bureaucracy,  and  changing  a  pri- 
vate program  into  a  public  program? 

Well,  direct  lending  is  very  different  from  what  it  appears  to  be 
at  first  glance.  Rather  than  turning  a  private  sector  program  into 
a  Government  program,  direct  lending — and  this  is  a  really  impor- 
tant point — infuses  competition  and  accountability  into  a  program 
that  had  neither,  because  the  bottom  line  is  that  the  taxpayer  has 
all  of  the  risk  under  FFEL.  And  while  these  are  still  contracts  that 
we  are  dealing  with,  as  Senator  Coats  has  pointed  out,  we  have 
much  more  accountability,  and  we  have  real  entrepreneurial  com- 
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getition  in  the  awarding  of  these  contracts.  Rather  than  7,000 
anks  and  43  guaranty  agencies  and  51  secondary  markets,  getting 
the  business  automatically  and  getting  a  fixed  rate  of  return  auto- 
matically, now  we  only  award  those  contracts  to  people  who  give 
us  the  best  price  and  the  best  service. 

I  would  point  out  to  you  an  interesting  commentary  on  direct 
lending  from  Republican  Congressman  Tom  Petri  of  Wisconsin, 
who  has  studied  this  issue  for  a  very  long  time.  His  quote  is  of 
great  interest.  He  said,  "Make  no  mistake,  guaranteed  student 
loans  contain  an  enormous  bank  subsidy.  That  is  one  of  their  four 
main  sources  of  waste.  If  we  do  not  get  rid  of  this  corporate  wel- 
fare, we  will  have  to  cut  more  somewhere  else.  The  choice  is 
clear — are  you  for  the  banks  or  for  the  taxpayers?  True  fiscal  con- 
servatives should  have  no  doubt  about  whose  side  to  take." 

I  think  this  puts  the  financial  picture  in  about  as  clear  perspec- 
tive as  any  that  we  have  seen. 

Another  question  may  be — and  it  has  come  up  here  in  the  discus- 
sions as  well — that,  well,  you  have  been  able  to  get  the  money  out 
quickly,  but  can  you  collect  it,  can  you  service  the  loans? 

I  recall  when  I  testified  before  this  committee  almost  2  years  ago, 
the  question  was  can  we  get  the  money  out,  and  can  the  Depart- 
ment of  Education  run  any  kind  of  a  program.  And  I  think  we  have 
proven  to  even  our  critics  that  we  have  done  very  well  in  managing 
the  program  at  the  early  stages  of  getting  the  money  out. 

As  far  as  collecting  it,  the  fact  is  the  method  of  collection  will  be 
no  different  from  the  method  of  collection  now,  only  there  will  be 
in  fact  more  tools  to  make  collection  more  effective  and  to  reduce 
the  default  rate.  For  example,  students  can  choose  the  income  con- 
tingency repayment  plan,  which  enables  them  to  stay  out  of  default 
and  stay  in  payment.  It  is  very  important  to  get  into  the  habit  of 
repaying  your  loan  right  from  the  start,  even  if  it  is  a  small 
amount,  because  most  students  default  in  the  first  3  years  after 
they  graduate. 

Also,  students  will  know  where  their  loans  are.  Right  now,  loans 
are  sold  and  resold;  there  is  much  confusion  as  to  where  you  pay 
and  how  you  pay.  It  will  be  much  simpler. 

We  are  also  really  being  tough,  thanks  to  the  tools  that  the  Con- 
gress has  given  us,  in  using  IRS  offsets  and  wage  garnishment. 
And  we  are  also  already  counseling  students  so  tnat  they  imme- 
diately know.  Even  during  the  6-month  deferral  period,  they  are 
being  reached,  so  they  do  not  kind  of  wander  off  into  the  sunset, 
but  tney  are  being  contacted  by  the  Department  with  their  options 
for  repayment,  so  we  know  where  they  are. 

You  have  asked  for  some  evidence  as  to  can  we  collect.  Admit- 
tedly, it  is  small,  but  there  are  already  41,000  borrowers  in  repay- 
ment, and  we  have  collected  $4  million  from  these  individuals  in 
direct  lending.  So  we  have  made  a  start.  No  one  would  claim  that 
this  is  entire  evidence  for  the  program,  but  it  is  an  interesting  start 
nevertheless. 

A  final  question  that  has  been  implied,  briefly,  with  your  indul- 
gence, is  won't  this  make  it  more  difficult  to  track  bad  mstitutions 
because  the  default  rate  will  be  masked  by  things  like  income  con- 
tingency. We  are  aware  of  that  concern  and  are  addressing  it  and 
are  looking  at  a  number  of  options.  One  is  changing  the  repayment 
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schedule  so  that  students  pay  a  small  amount  no  matter  what  they 
earn,  and  two,  keeping  track  of  students  who  are  in  what  we  call 
negative  amortization,  who  do  not  pay  enough  to  cover  the  interest. 

And  I  think  the  final  and  most  important  question  which  stands 
before  this  committee  is  shouldn't  this  program  be  tested  for  a 
longer  period  of  time  by  maintaining  a  level  playing  field  and  run- 
ning two  programs  simultaneously.  That  is  the  critical  question, 
and  our  answer  is  that  if  a  program  is  capped,  in  fact  it  will  not 
be  a  level  playing  field,  because  right  now,  the  program  really  en- 
ables all  those  schools  who  want  to  enter  to  enter.  They  are  free 
to  leave  at  any  time.  It  is  truly  an  entrepreneurial  kind  of  system, 
where  there  is  no  coercion  in  the  system.  And  it  is  based  on  market 
forces,  if  you  will.  If  they  like  us,  they  will  join  us  and  stay  with 
us;  if  they  do  not,  they  do  not  have  to.  I  think  that  is  the  most  im- 
portant thing. 

The  other  part  of  capping  the  program  is  that  it  does  send  jitters 
through  the  system.  We  have  seen  that  when  the  Federal  Govern- 
ment says,  well,  we  are  not  sure  we  are  going  to  continue  to  run 
this  program.  If  you  are  a  college  president,  you  wonder,  should 
you  change  your  whole  system  to  a  program  that  may  be  cut  of 
Dusiness  in  a  year  or  two  if  the  Congress  does  not  like  it.  So  cap- 
ping it  would  send  the  wrong  signal  to  the  academic  community 
and,  I  would  say,  to  the  financial  community. 

And  third,  the  idea  of  running  two  programs  for  a  prolonged  pe- 
riod of  time  really  puts  the  Department  in  a  bind  in  terms  of  run- 
ning two  programs  that  are  quite  different  simultaneously.  If  we 
know  we  are  moving  in  the  direction  of  direct  lending,  then  we  are 
in  a  much  stronger  position  to  maintain  the  kind  of  efficiency  that 
we  have  started  to  establish  with  direct  lending. 

I  know  the  committee  has  many  other  questions,  and  I  apologize 
for  speaking  longer  than  the  allotted  time.  This  is  a  subject  about 
which  we  get  very  enthused  because  it  is  such  good  news;  it  is  rare 
that  in  the  Department  we  have  had  such  satisfied  customers,  such 
positive  results,  and  have  been  able  to  deliver  on  our  promises. 

We  do  need  to  continue  to  improve  the  program,  and  we  welcome 
your  questions  to  steer  us  in  the  direction  to  have  those  kinds  of 
improvements  take  place. 

Thank  you. 

[The  prepared  statement  of  Ms.  Kunin  follows:] 

Prepared  Statement  of  Deputy  Secretary  of  Education  Madeleine  Kunin 

Mr.  Chairman  and  Members  of  the  Committee:  Thank  you  for  this  opportunity  to 
appear  before  you  to  discuss  the  Direct  Loan  program. 

The  purpose  of  my  testimony  is  to  update  you  on  the  implementation  of  Direct 
Lending  and  to  explain,  based  on  its  merits,  why  it  should  not  be  curtailed  or 
capped,  but,  rather,  be  expanded  for  the  benefit  of  students  and  taxpayers. 

Seldom  has  a  new  federal  program  drawn  such  positive  reviews  from  the  people 
it  is  designed  to  serve — namely,  the  students  and  tne  schools  they  attend.  We  have 
received  overwhelmingly  positive  reactions  from  our  customers,  as  indicated  in  two 
surveys  released  earlier  this  year,  one  by  the  Association  of  Community  College 
Trustees  and  the  second  by  Education  Daily. 

Here  is  a  brief  sample  of  one  of  the  responses: 

"Students  and  the  parents  of  dependent  students  are  very  pleasantly  surprised  by 
the  sp>eed  and  efficiency  associated  with  the  Direct  Loan  program.  There  are  times 
when  a  student  can  walk  into  the  Financial  Aid  Office  and  walk  out  with  a  direct 
loan.  Borrowers  know  when  disbursements  will  occur  since  the  school  is  drawing 
down  the  funds  versus  waiting  for  a  lender.  The  message  current  program  partici- 
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pants  would  send  to  the  104th  Confess:  the  program  works,  it  is  simple,  we  like 
it,  and  the  students  like  it."  [emphasis  added] 

Our  customers  in  the  academic  communities  also  give  the  Department  high  marks 
for  its  administration  of  the  Direct  Loan  program.  The  community  college  trustees 
state  in  their  report  that  " — all  responses  were  positive  to  the  question  about  the 
Department's  management  of  the  program  and  quality  of  service  rendered."  In  the 
recent  Education  Daily  survey,  the  first-year  Direct  Loan  schools  lauded  the  Depart- 
ment for  quickly  answering  questions,  addressing  problems  and  being  receptive  to 
suggestions  about  the  program. 

Tnis  innovative  program  is  perhaps  the  most  dramatic  and  successful  example  of 
government  reinvention  because  it  aoes,  in  fact,  work  better  and  cost  less  than  the 
program  it  is  replacing — the  Federal  Family  Education  Loan  (FFEL)  program,  for- 
merly known  as  the  Guaranteed  Student  Loan  program. 

As  you  know,  the  Direct  Loan  program  is  currently  being  phased-in  over  a  num- 
ber of  years.  As  of  July  1,  1994,  104  schools  representing  five  percent  of  the  total 
new  student  loan  volume  began  participating  in  the  program.  As  of  July  1,  1995, 
the  statutory  goal  is  40  percent  of  the  total  new  stuaent  loan  volume,  which  will 
include  approximately  1,450  schools.  Because  of  the  overwhelmingly  positive  feed- 
back from  students,  institutions  and  independent  auditors,  the  President's  FY  1996 
Budget  proposes  to  accelerate  the  phase-in  of  Direct  Loans.  This  new  timetable 
would  have  direct  lending  account  for  80  percent  of  all  new  loan  volume  in  academic 
year  1996-97  and  100  jaercent  in  1997-98.  We  will  be  submitting  legislation  to  carry 
out  this  proposed  accelerated  phase-in  in  the  near  future. 

The  Department  estimates  that  the  Student  Loan  Reform  Act  of  1993  will  save 
$6.8  billion  over  fiscal  years  1995-2000.  Because  the  Direct  Loan  program  elimi- 
nates inefficiencies  and  excess  costs  inherent  in  the  FFEL  program  delivery  system, 
our  two-year  accelerated  phase-in  proposal  would  result  in  additional  outlay  savings 
of  over  $4.1  billion.  As  part  of  the  wind-down  of  the  FFEL  program,  the  Department 
also  proposes  that  guaranty  agencies  return  to  the  F'ederal  Government  at  least  $1.1 
billion,  which  they  no  longer  need,  from  the  reserve  funds  they  hold  over  fiscal  years 
1996  through  2000.  These  proposals,  together  with  the  reforms  mandated  by  the 
Student  Loan  Reform  Act  of  1993,  will  allow  us  to  achieve  budget  savings  of  $12 
billion  by  the  year  2000. 

Despite  our  excellent  initial  success  with  the  program,  we  are  fully  cognizant  that 
you  may  have  further  questions  about  direct  lending.  Permit  me  to  list  the  questions 
posed  most  often  and  to  provide  answers. 

I.  ARE  THE  SAVINGS  REAL? 

Yes.  Both  the  CBO  and  the  Department  of  Education  estimated  in  1993  that  the 
Student  Loan  Reform  Act  would  produce  $4.3  billion  in  savings  between  fiscal  years 
1994  and  1998.  These  savings  estimates  were  accomplished  by  reducing  subsidies 
to  lenders,  secondary  markets  and  guaranty  agencies  and  by  mandating  the  phase 
in  of  Federal  direct  lending,  administered  by  the  Department  of  Education  witn  pri- 
vate sector  contracts  awarded  competitively,  to  replace  the  guaranteed  loan  pro- 
gram. Independent  auditors  and  researchers  that  have  examined  the  Direct  Loan 
program  and  its  implementation  have  consistently  provided  positive  conclusions 
about  the  program  and  have  confirmed  actual  budget  savings  from  the  program. 
These  include  Morgan  Stanley  Investments  and  the  Washington,  DC  certified  public 
accounting  firm  of  Urbach,  Kahn  &  Werlin  (UKW). 

A  Morgan  Stanley  Investments  research  paper  noted  that  the  Direct  Loan  pro- 
gram will  produce  real  budget  savings.  In  addition,  the  audit  by  the  UKW  account- 
ing firm,  conducted  pursuant  to  the  Chief  Financial  Officers  Act  of  1990  and  re- 
leased recently,  provided  a  positive  review  of  the  Direct  Loan  program's  financial 
situation,  internal  control  structure,  and  compliance  with  laws  and  regulations  for 
the  period  ended  September  30,  1994.  The  independent  audit  report  concluded  that 
the  Direct  Loan  program  is  "More  efficient,  less  costly  and  more  customer  friendly" 
than  the  old  guaranteed  loan  system.  It  provided  the  new  loan  program  an  unquali- 
fied "clean"  audit  opinion  on  its  1994  financial  statements,  an  opinion  that  the 
FFEL  program  has  never  received. 

11.  ARE  SAVINGS  EXAGGERATED  THROUGH  THE  SCORING  METHOD? 

The  methodology  currently  used  by  the  Department  to  calculate  Direct  Loan  costs 
and  savings  is  required  by  law  for  all  Federal  credit  programs.  This  approach  was 
adopted  after  careful  consideration  in  1990 — before  the  Direct  Loan  program  even 
existed — as  part  of  the  Credit  Reform  Act.  It  has  since  been  endorsed  in  a  joint  re- 
port by  the  Office  of  Management  and  Budget  and  the  Congressional  Budget  Office 
as  the  most  appropriate  way  to  calculate  costs  for  Federal  credit  programs. 
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However,  even  if  the  scoring  method  were  to  be  changed  by  law,  savings  would 
remain  substantial  because  the  Direct  Loan  program  obviates  the  need  for  payments 
to  middlemen,  i.e.  7,500  banks,  41  guaranty  agencies,  and  90  secondary  markets 
participants  that  bear  no  relationship  to  cost  incurred  by  these  intermediaries  in  ad- 
ministering the  program. 

I  should  also  point  out  that  the  Department's  estimates  of  savings  from  the  Direct 
Loan  program,  including  the  $12  billion  that  I  mentioned  before,  are  based  on  con- 
servative projections  of  future  Direct  Loan  spending  and  reflect  all  subsidy  and  ad- 
ministrative costs.  Some  analysts,  such  as  former  Congressional  Budget  Oflice  direc- 
tor Rudolph  Penner,  have  suggested  that  our  estimates  substantially  understate  Di- 
rect Loan  administrative  costs  and  that  the  projected  savings  would  disappear  if 
these  costs  were  calculated  on  a  different  basis.  On  any  basis,  however,  Direct 
Loans  produces  substantial  savings  when  compared  to  the  FFEL  program. 

Under  current  estimates.  Direct  Loan  subsiay  costs  to  the  federal  government  are 
$8  less  for  every  $100  loaned  than  the  comparable  costs  under  FFEL.  If  Direct  Loan 
administrative  costs  were  calculated  as  Mr.  Penner  suggests.  Direct  Loans  would 
still  save  roughly  $4  over  FFEL  on  every  $100  loaned.  When  this  advantage  is  mul- 
tiplied over  $165  billion  in  total  loan  volume  for  both  programs  over  the  next  five 
years,  the  scope  of  even  reduced  Direct  Loan  savings  is  clear. 

III.  IN  A  TIME  OF  GOVERNMENT  DOWNSIZING  AND  PRIVATIZATION,  ISN'T  DIRECT  LENDING 
MOVING  IN  THE  WRONG  DIRECTION,  CREATING  A  BIGGER  BUREAUCRACY  AND  MOVING 
A  PRIVATE  PROGRAM  INTO  THE  PUBLIC  SECTOR? 

Direct  Lending  is  very  difTerent  from  what  it  appears  to  be  at  first  glance.  Rather 
than  turning  a  private  sector  program  into  a  government  program,  direct  lending 
infuses  competition  and  accountability  into  a  fully  subsidized  program  that  never 
had  either  and  that  was  never  a  truly  private  progi-am  in  that  the  ultimate  risk 
of  loss  was  placed  on  the  taxpayer. 

Republican  Congressman  Tom  Petri  of  Wisconsin,  who  is  an  expert  on  direct  lend- 
ing, put  it  most  succinctly  when  he  wrote  in  a  letter  to  his  colleagues  earlier  this 
montn: 

"Make  no  mistake — guaranteed  student  loans  contain  an  enormous  bank  subsidy. 
That's  one  of  their  four  main  sources  of  waste.  If  we  don't  get  rid  of  this  corporate 
welfare,  we'll  have  to  cut  more  somewhere  else.  The  choice  is  clear — are  you  lor  the 
banks  or  for  the  taxpayers?  True  fiscal  conservatives  should  have  no  doubt  about 
whose  side  to  take." 

By  using  private  contractors  selected  through  competitive  bidding  to  perform  lend- 
ing and  servicing  functions,  the  Direct  Loan  program  is  performing  more  efficiently 
and  at  a  lower  price  for  taxpayers  while  vastly  improving  services.  The  Direct  Loan 
program's  effective  and  efficient  operation  requires  fewer  government  employees  to 
run  the  program  than  the  complex  guaranteed  loan  program.  Rather  than  increas- 
ing bureaucracy,  we  plan  to  decrease  the  number  of  full  time  employees,  in  keeping 
with  our  streamlining  of  the  Department.  Fundamentally,  it  is  the  simplicity  of  the 
Direct  Loan  program  that  I  believe  is  the  biggest  attraction  to  students  and  schools. 
It  eliminates  the  layers  of  middlemen  that  are  in  the  FFEL  program,  and  the  proc- 
ess is  standardized  and  computerized  using  state-of-the-art  technologies.  In  essence, 
the  Direct  Loan  program  offers  a  broader  array  of  services  at  a  lower  cost. 

Furthermore,  most  of  the  work  in  the  Direct  Loan  program  is  being  done  by  pri- 
vate contractors  whose  efforts  enhance  an  already  efficient  governmental  operation. 
The  Department  projects  that  80  percent  of  the  Direct  Loan  and  transition  program 
administration  funds  are  going  to  private  companies,  not  to  government  employ- 
ees— 12  percent  goes  to  the  guaranty  agencies  and  only  five  percent  of  the  money 
actually  goes  to  Federal  employees.  One  of  these  private  sector  contractors  is  a  serv- 
icing company  that  is  a  subsidiary  of  a  major  bank.  It  is  also  one  of  the  largest 
servicers  for  collecting  and  servicing  FFEL  program  loans,  handling  these  loans  for 
many  banks.  Indeed,  the  Direct  Loan  program  is  an  outstanding  example  of  how 
public-private  partnerships  can  produce  increased  efiiciency. 

IV.  YOU  MAY  HAVE  BEEN  ABLE  TO  GET  THE  MONEY  OUT  QUICKLY  THROUGH  DIRECT 
LENDING,  BUT  WON'T  YOU  HAVE  TROUBLE  COLLECTING  IT? 

The  method  of  loan  collection  is  no  different  in  Direct  Lending  than  in  the  FFEL 
program.  If  anything,  default  rates  should  decline  with  Direct  Lending  for  several 
reasons: 

1.  Students  can  choose  a  "pay-as-you-can"  repayment  plan  under  which  they  pay 
a  specified  percentage  of  their  earnings,  enabling  them  to  engage  in  lower  paid  jobs 
while  avoiding  default. 


64 

2.  Unlike  the  guaranteed  loan  program,  students  will  have  complete  information 
on  where  their  loans  are,  reducing  the  confusion  caused  by  loans  being  sold  one  or 
more  times  by  lenders,  guaranty  agencies  and  secondary  markets. 

3.  We  are  using  improved  collection  tools,  including  IRS  offsets  and  wage  garnish- 
ment. 

4.  Students  will  be  contacted  immediately  upon  graduation  and  given  a  choice  of 
repayment  options,  as  well  as  financial  counseling.  The  majority  of  defaults  occur 
in  the  first  three  years  after  graduation,  and  this  new  service  will  help  prevent 
many  of  these  defaults. 

There  are  already  41,000  borrowers  in  repayment  in  Direct  I^ending,  and  we  have 
collected  four  million  dollars  from  these  individuals. 

V.  won't  direct  lending  make  it  more  difficult  to  weed  out  poor  institutions 

BECAUSE  lower  DEFAULT  RATES  WILL  MASK  THEIR  PROBLEMS? 

The  Department  is  in  the  process  of  developing  additional  indicators  of  poor 
schools  to  augment  default  rates.  We  currently  use  the  same  cohort  default  rate 
triggers  in  both  FF'EL  and  Direct  Loans  and  are  working  on  developing  additional 
performance  indicators  appropriate  to  the  use  of  income  contingent  repayment  of  Di- 
rect Loans. 

V!.  shouldn't  this  PROGRAM  BE  TESTED  FOR  A  LONGER  PERIOD  OF  TIME  BY  MAINTAIN- 
ING A  LEVEL  PLAYING  FIELD  AND  RUNNING  TWO  PROGRAMS  SIMULTANEOUSLY? 

Present  law  permits  Direct  I^ending  to  grow  according  to  demand.  No  one  is  forced 
into  the  program,  and  institutions  can  withdraw  at  any  time.  The  imposition  of  a 
cap  would  prevent  those  who  wish  to  benefit  from  the  advantages  of  direct  lending 
from  participating.  Indeed,  the  question  might  not  be  reopened  until  1997  with  the 
next  reauthorization  of  the  Higher  Education  Act. 

Managing  two  federal  loan  programs  over  a  prolonged  period  of  time  would  create 
a  cumbersome  system  that  would  deprive  taxpayers  of  significant  administrative 
cost  savings  and  would  be  an  undue  administrative  burden  for  the  Department  of 
Education. 

The  FFEL  program  operates  through  7,500  lenders,  41  guaranty  agencies  and  90 
secondary  market  participants,  and  each  of  these  agencies  is  dipping  into  the  Fed- 
eral trough.  The  interest  subsidy  and  special  allowances  in  the  FFEL  program  will 
cost  the  American  taxpayer  $10  billion  dollars  in  the  next  five  years.  A  1995  GAO 
report  summarized  these  statistics,  stating  that  "the  FFEL  program  is  cumbersome, 
complicated  and  expensive  to  operate."  Indeed,  the  GAO  concluded  that  the  FFEL 
program  is  fundamentally  Hawed  in  its  structure  and  implementation.  It  should  be 
replaced  by  the  more  efficient  and  customer-friendly  Direct  Loan  program. 

In  summary,  the  Direct  Ijoan  program  has  repeatedly  shown  that  it  is  one  of  the 
best  programs  in  government  today.  The  acceleration  of  its  implementation  will  only 
increase  the  efficiency  and  effectiveness  of  the  program,  saving  taxpayers  an  esti- 
mated $12  billion  over  five  years.  These  savings  will  be  accompanied  by  an  overall 
reduction  in  Federal  employees  made  possible  by  the  new  program's  efficiency.  The 
program  also  enhances  effectiveness  by  emphasizing  public  and  private  sector  co- 
operation. However,  we  are  not  resting  on  our  laurels.  We  are  actively  improving 
the  Direct  Loan  program  by  engaging  in  dialogue  with  a  wide  variety  of  students, 
institutions  and  other  governmental  entities.  In  this  spirit,  I  have  provided  specific 
answers  to  the  questions  you  asked  in  your  letter  to  Mr.  Kornfeld  in  the  attachment 
to  this  testimony.  I  am  now  pleased  to  answer  any  other  questions  you  may  have. 

Answers  to  March  22,  1995,  Questions  from  Senator  Jeffords 

Question:  What  plan,  if  any,  has  the  Department  developed  for  addressing  the 
problematic  controls  within  the  program's  loan  origination  structure  relating  to  loan 
disbursement,  reporting,  and  reconciliation  of  funds  cited  by  both  the  Inspector  Gen- 
eral's office  and  tne  Advisory  Committee  on  Student  Financial  Assistance?  What  has 
the  Department  done  to  rectify  the  specific  issues  identified  by  the  Advisory  commit- 
tee? 

Answer:  By  January  1995,  the  Direct  ban  Program  had  been  operational  for  half 
an  academic  year.  Consequently,  with  a  sufficient  amount  of  "live"  data  available 
for  analysis,  the  Department  formed  a  workgroup  to  assess  the  loan  origination,  re- 
porting, and  reconciliation  processes  within  the  Direct  Loan  Program.  This  group 
has  determined  ways  to  make  these  processes  much  simpler  and  more  efficient  for 
participating  institutions,  and  several  of  these  enhancements  are  detailed  below.  At 
this  time  we  have  not  uncovered  problems  with  internal  controls-within  the  proc- 
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esses.  The  workgroup's  activities  will  continue  with  a  meeting  of  schools  participat- 
ing in  Direct  Loans  tnat  is  planned  for  early  April. 

System  enhancements,  both  implemented  and  planned,  will  benefit  institutions. 
Recently  implemented  enhancements  include: 

— Creation  of  a  loan  transaction  history  database  for  loan  disbursements  within 
the  software  provided  to  institutions  to  help  schools  track  and  control  their  dis- 
bursements. 

— Additional  "reasonability"  edits  within  the  software  to  prevent  transmission  of 
invalid  loan  disbursements  to  the  Servicing  Center  so  that  the  Center  will  reject 
fewer  institutional  disbursement  records. 

— Enhanced  cash  management  screens  to  provide  more  complete  information  to 
allow  schools  to  verify  cash  summary  information  on  any  given  date. 

— Establishment  of  consistent  editing  rules  between  school — based  and  Servicing 
Center  system  software  so  that  fewer  records  are  rejected. 

Enhancements  currently  under  evaluation  include: 

— Modifying  the  reconciliation  process  to  reduce  the  number  of  records  that  an  in- 
stitution transmits  to,  but  are  subsequently  returned  by  the  Servicing  Center.  For 
example,  disbursement  records  for  booked  loans  that  have  been  accepted  by  the 
Servicing  Center  will  not  be  retransmitted  to  the  institution.  This  change  will  result 
in  less  transmission  volume  and  fewer  reconciliation  rejections. 

— Providing  a  report  that  will  allow  schools  to  identify  potential  reconciliation  re- 
jections prior  to  the  actual  reconciliation  process.  This  report  will  indicate  records 
that  have  not  been  sent  by  the  institution  nor  accepted  oy  the  Servicing  Center. 
This  change  will  also  result  in  less  transmission  volume  and  fewer  reconciliation  re- 
jections. 

— Providing  a  cash  summary  report  to  assist  schools  when  verifying  cash  receipts, 
cash  on  hand,  and  return  of  excess  cash  against  internal  accounting  systems  to  im- 
prove the  internal  reconciliation  process  at  the  school. 

— Separating  reconciliation  of  cash  from  the  process  of  ensuring  that  the  Servicing 
Center  has  received  all  information  to  book  the  loan.  Separating  these  processes 
simplifies  them  and  will  improve  institutional  cash  management. 

— Having  the  Servicing  center  provide  information  on  cash  receipts  and  return  of 
excess  cash  to  assist  schools  in  verifying  their  local  records  in  order  to  provide 
schools  with  more  complete  information,  thus  reducing  the  number  of  reconciliation 
rejections. 

— Improving  training  to  explain  better  the  recommended  process  flow  so  that 
fewer  reconciliation  records  will  be  rejected. 

Also,  the  Department  has  underway  a  project  to  include  in  the  Direct  Loan  soft- 
ware a  Quality  Control  module  to  allow  institutions  to  measure  their  performance. 

The  Advisory  Committee  stated  that  structural  deficiencies  existed  in  the  overall 
delivery  system  for  student  financial  aid  in  a  letter  to  Secretary  Riley  on  June  IS, 
1994.  The  pertinent  Advisory  Committee's  concerns  have  been  addressed  by  three 
major  initiatives  underway  in  the  Department:  the  move  to  redesign  the  'Title  IV 
delivery  system,  the  implementation  oi  the  National  Student  loan  Data  System,  and 
the  Central  Processing  System  contract  procurement. 

The  Department  will  be  conducting  an  architectural  analysis  and  redesign  of  the 
Title  IV  Delivery  System.  The  purpose  of  the  redesign  is  to  provide  standardization 
and  interoperability  among  all  Title  FV  systems  in  order  to  provide  seamless,  inte- 
grated access  to  Title  IV  data. 

In  the  Central  Processing  System  (CPS)  Request  for  Proposal  (RFP),  the  Depart- 
ment is  requiring  a  conversion  to  a  relational  database  management  system  in  order 
to  support  further  system  interoperability.  The  RFP  also  includes  the  development 
of  the  Integrated  Student  Aid  Management  System  (ISAMS),  which  is  a  cornerstone 
of  the  integration  of  the  student  financial  aid  delivery  system. 

ISAMS  is  a  school-based  student  aid  management  system  which  will  complete  the 
integration  of  the  delivery  of  Title  IV  programs  by  providing  to  schools  the  software 
and  specifications  needed  to  update  and  access  the  data  resident  in  the  Title  FV  De- 
livery System.  ISAMS  will  build  upon  existing  components  of  EDExpress  to  provide 
a  student-level  awarding,  financial  management,  and  reporting  system,  which  will 
become  the  school  counterpart,  and  access  point,  to  the  Title  IV  Delivery  System. 
ISAMS,  along  with  changes  to  the  supporting  Title  IV  Delivery  System  discussed 
above,  will  provide  the  front-end  modifications  referenced  by  the  Advisory  Commit- 
tee. 

The  CPS  RFP  also  includes  numerous  other  significant  improvements  in  the  deliv- 
ery system  process  which  are  integral  to  the  plans  of  the  Department  to  integrate 
the  delivery  of  Title  IV  programs  and  complete  the  migration  to  a  fully  automated 
system.  One  such  initiative,  FAFSA  Express,  will  allow  students  to  apply  for  stu- 
dent financial  aid  directly  from  homes,  libraries,  and  high  schools,  and  is  a  signifi- 
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cant  step  in  the  Department's  long  range  goal  of  total  electronic  processing.  FAFSA 
Express  will  not  only  make  applying  for  student  aid  faster  and  easier,  it  will  also 
vastly  improve  the  quality  of  data,  timeliness  of  processing,  cost,  and  student  access 
to  postsecondary  education. 

Another  change  which  will  have  long  term  implications  and  improvement  capac- 
ities is  the  move  to  electronic  imaging.  This  initiative  will  improve  the  speed,  accu- 
racy, and  retrieval  of  electronic  applications,  but  even  more  importantly,  paves  the 
way  for  the  application  of  emerging  technology  at  institutions  of  higher  education. 
Our  long  term  goals  include  provisions  for  institutions  to  scan  and  image  their  ap- 
plications for  student  aid,  and  send  those  images  to  the  Education  Department  for 
database  storage,  thereby  relieving  the  institution  of  storage  burden  and  cost,  and 
facilitate  the  paperless  process. 

The  National  Student  loan  Data  System  (NSLDS),  in  operation  since  November 
1994,  addresses  the  structural  deficiencies  in  the  Deliv  ry  system  resulting  from  the 
lack  of  a  full^  functional  Title  IV-wide  recipient  database  that  can  integrate  all  pro- 
gram operations  at  the  Department  and  the  institution.  This  system  will  have  stu- 
dent-specific information  on  all  loans  and  will  include  student-level  data  from  the 
Federal  Pell  Grant  Program  this  summer.  The  Central  Processing  System  routinely 
matches  with  this  database  and  provides  information  to  financial  aid  administrators 
to  assist  them  in  the  front-end  process.  ISAMS  is  planned  to  be  a  major  vehicle  for 
school  interface  with  NSLDS,  and  will  provide  current  reporting  of  all  Title  IV  ex- 
penditures, as  well  as  import  data  from  NSLDS  on  other  current  school  disburse- 
ment activities,  thus  almost  entirely  eliminating  current  problems  with  multiple 
awards. 

All  these  initiatives  demonstrate  immediate  structural  changes  which  will  dra- 
matically improve  the  financial  aid  process  for  colleges  and  students.  These  initia- 
tives further  support  long  term  clans  for  even  more  significant  structural  changes 
in  the  future  as  we  proceed  toward  a  fully  automated,  integrated  delivery  system 
which  takes  advantage  of  current  technology  and  responds  quickly  to  user  needs. 

The  Advisory  Committee  had  also  expres.sed  concerns  with  respect  to  problems 
with  the  software  provided  to  Direct  Loan  Program  participating  institutions.  Oper- 
ation of  the  first  year  of  the  software,  as  to  be  expected  in  any  new  software  applica- 
tion, did  uncover  some  initial  problems.  These  were  addressed  immediately, with  re- 
vised software  distributed  to  schools.  Prior  to  developing  the  software  for  use  in  the 
second  year  of  the  program,  the  Department  solicited  feedback  from  the  institutions 
participating  in  the  Electronic  Data  Exchange  and  the  Direct  Loan  Program  to  de- 
termine necessary  enhancements.  In  June  1994,  the  Department  conducted  four 
focus  group  meetings  with  institutional  representatives  at  various  locations  across 
the  country.  The  Department  received  very  positive  feedback  from  institutions  re- 
garding the  1995-96  version  of  the  Direct  Loan  Software.  These  institutions  pro- 
vided many  valuable  requests  for  enhancements  and  improvements  to  the  software 
and  user  guides.  These  suggestions  were  immediately  incorporated  into  the  annual 
software  development  activities. 

The  1995-96  version  of  the  software  released  to  institutions  in  January  included 
numerous  enhancements  that  addressed  concerns  that  schools  expressed,  including 
a  simplified  menu  structure,  and  improved  use  of  micro-computer  memory  and  in- 
dexing of  files  to  improve  processing  speed.  The  Department  is  currently  converting 
the  DOS-based  school  software  to  the  Windows  environment  further  to  improve 
memory  management,  and  significantly  to  improve  ease  of  use. 

Some  institutions  participating  in  the  Direct  Loan  Program  were  experiencing 

firoblems  with  their  databases.  Many  of  the  problems  occurred  in  financial  aid  oi- 
ices  not  familiar  with  requirements  for  maintaining  an  automated  data  processing 
(ADP)  system.  Some  offices  failed  to  back  up  their  data  on  a  routine  basis,  or  im- 
properly configured  their  selected  hardware.  To  help  eliminate  this  problem,  the  De- 
partment provides  extensive  on-site  technical  assistance  and  training  to  institutions. 

Further  enhancements  to  the  software  are  included  in  a  version  which  will  be  re- 
leased this  Spring.  The  Department  continues  to  address  institutional  concerns  by 
continually  assessing  and  improving  the  software. 

Question:  The  Department  has  indicated  that  it  intends  to  continue  the  use  of  de- 
fault rates  to  determine  continued  eligibility  for  both  the  F'FELP  and  FDSLP.  When 
will  the  Department  issue  regulations  or  announcements  on  this  issue  for  direct 
loans?  What,  if  any,  outlines  can  you  provide? 

Answer:  Section  685.400  of  the  Direct  Ijoan  regulations,  which  were  published  in 
final  form  on  December  1,  1994,  provides  for  the  calculation  of  FFEL  cohort  default 
rates  for  schools  in  the  Direct  Ixian  Program  through  the  schools'  last  full  year  of 
participation  in  the  FF'EL  program.  For  the  Schools  that  began  participating  in  Di- 
rect ending  in  academic  year  1994-95,  that  means  we  will  be  calculating  FFEL  co- 
hort default  rates  for  these  schools  through  FY  1994  (report  issued  in  1996).  Any 
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of  these  schools  with  FFEL  cohort  default  rates  of  25  percent  or  higher  for  FY  92, 
FY  93,  and  FY  94  will  lose  eligibility  to  participate  in  both  FFELP  and  Direct 
Loans.  For  schools  selected  for  Direct  Lending  for  the  1995-96  academic  year,  the 
FFEL  cohort  default  rates  will  be  calculated  through  FY  1995  and  we  will  consider 
their  default  rates  for  FY  1993,  FY  1994  and  FY  1995  (the  latter  year  rates  will 
be  reported  in  calendar  year  1997).  Again,  any  school  with  a  FFEL  cohort  default 
rate  of  25  percent  or  higher  for  each  of  those  years  would  lose  its  eligibility  for  both 
FFELP  and  Direct  Loans. 

The  Department  will  be  issuing  a  Notice  of  Proposed  Rulemaking  coveringthe  cal- 
culation of  cohort  default  rates  for  schools  participating  in  the  Direct  Loan  Program 
for  that  time  when  FFEL  cohort  default  rates  are  no  longer  published  in  accordance 
with  Section  685.400.  The  Secretary  will  be  proposing  that  cohort  default  rates  for 
Direct  Loan  schools  be  calculated  using  the  same  formula  as  is  used  for  FFELP.  In 
order  to  address  the  concerns  that  have  been  expressed  that  defaults  could  be  "hid- 
den" in  the  Income  Contingent  Loan  (ICL)  repayment  option,  we  are  proposing  that 
defaults,  for  purposes  of  Direct  Loans  be  defined  as  follows: 

A  Direct  Loan  borrower  will  be  defined  as  being  in  default  after  270  days  past 
the  due  date  on  the  loan  payment  with  no  payment  being  made.  This  is  consistent 
with  FFELP,  which  defines  default  for  cohort  default  rate  purposes  as  being  deter- 
mined on  the  date  a  claim  for  reinsurance  is  paid  by  the  guarantor  to  the  lender. 
(The  minimum  number  of  days  that  must  elapse  after  a  missed  scheduled  payment 
is  270  days  before  a  reinsurance  claim  can  be  paid.) 

The  cohort  default  rate  proposed  for  Direct  Loans  is  the  same  formula  used  by 
FFELP.  The  rate  will  be  a  percentage  based  on  a  fraction  which  uses  as  its  denomi- 
nator the  number  of  loans  that  entered  repayment  during  a  particular  fiscal  year. 
The  numerator  of  that  fraction  is  the  number  of  those  borrowers  who  defaulted  on 
their  Direct  Loans  in  either  the  year  the  loan  entered  repayment  or  the  subsequent 
fiscal  year. 

The  standard  determination  of  default  will  be  used  for  borrowers  who  are  in  the 
standard,  extended,  and  graduated  repayment  plans.  Because  of  the  unique  nature 
of  the  new  ICL  repayment  plan,  we  are  undertaking  a  process  to  develop  additional 
tools  that  will  enable  the  Department  to  identify  high  default  schools  and  trigger 
the  removal  of  the  schools'  Title  IV  loan  eligibility.  One  tool  under  consideration  is 
the  identification  of  those  borrowers  whose  loan  payments  under  ICL  are  not  sufli- 
cient  to  cover  the  amount  of  interest  accruing  on  their  loans  and  who  have  been 
in  such  a  repayment  status  for  more  than  a  predetermined  length  of  time  during 
a  cohort  period.  (These  individuals  are  described  as  being  in  negative  amortization.) 
In  addition,  the  Department  will  be  coordinating  the  development  of  other  tools  to 
assist  in  the  identification  of  schools  where  the  program  and  product  are  failing  to 
equip  the  students  with  the  skills  to  acquire  permanent  employment  at  a  livable 
wage. 

Question:  I  (Senator  Jeffords)  have  received  positive  feedback  from  schools  which 
participated  in  the  first  year  of  the  direct  lending  program.  I  am  concerned,  how- 
ever, aoout  the  potentially  high  costs  which  the  federal  government  may  incur  later 
in  the  phase-in  process  via  loan  servicing  and  student  repayment,  student  defaults, 
income-contingent  repayment,  and  other  unexpected  costs.  The  Inspector  general's 
office  has  indicated  that  it  cannot  yet  evaluate  the  potential  magnitude  of  these 
problems.  What  control  mechanisms,  however,  have  the  Department  developed  to 
mitigate  them? 

Answer:  The  Department  has  been  very  conservative  in  our  projections  of  Direct 
Loan  Program  costs;  in  all  cases  our  numbers  refiect  the  high  end  of  likely  future 
expenditures.  Our  estimates  are  based  on  historical  data  from  the  FFEL  program, 
and  do  not  reflect  management  improvements  and  structural  efficiencies  that  we  ex- 
pect to  lower  costs  significantly  under  Direct  Loans.  In  addition,  substantial  re- 
sources have  already  teen  included  in  our  budget  for  contract  modifications  and 
other  activities  that  would  address  unforeseen  costs  should  they  arise. 

As  to  control  mechanisms,  we  should  keep  in  mind  that,  like  FFEL,  Direct  Lend- 
ing is  a  mandatory  program.  As  a  result,  increased  student  participation  over  time 
will  inevitably  lead  to  increased  costs.  That  said,  however,  the  very  nature  of  the 
Direct  Loan  Program  affords  us  significantly  more  control  over  many  of  the  costs 
you  discuss  than  is  currently  available  under  FF'EL.  Loan  servicing,  for  example, 
is  performed  by  private  firms  under  competitively  awarded  contracts  with  the  De- 
partment. Per  unit  costs  for  each  year  of  the  contract  are  specified  prior  to  each 
award,  and  contracts  will  be  rccompeted  regularly  to  ensure  that  the  services  pro- 
vided are  both  efficient  and  reasonably  priced. 

Regarding  default  costs,  the  simpler  program  structure  and  broad  availability  of 
income-contingent  repayment  under  Direct  Loans  should  substantially  reduce  the 
number  of  borrowers  who  go  into  default.  The  availability  of  on-line,  real-time  data 
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on  aJl  borrowers  under  Direct  Loans — and  the  fact  that  the  government  holds  all 
loans — will  allow  the  Department  to  quickly  contact  borrowers  who  default  and  offer 
them  the  option  of  income  contingent  repayment  or  collection  through  wage  garnish- 
ment or  income  tax  refund  offset.  In  addition,  we  will  be  instituting  a  three-year 
default  rate  cut-off  for  high-default  Direct  Loan  schools  similar  to  the  current  policy 
under  FFEL,  which  should  further  control  default  costs. 

1.  Has  the  Department  of  Education  estimated  the  volume  of  FDSL  consolidation 
loans  likely  to  be  made  over  the  next  three  years?  If  so,  what  is  the  basis  of  this 
estimate? 

The  Department's  volume  estimates  for  Direct  Consolidation  Loans  are  shown  in 
the  following  table: 

FY    1995       FY    1996       FY    1997       Total 

Loan  Volume    ($    in   millions)       1,706  2,590         2,315         6,611 

Number  of   Loans    (thousands)  191  280  236  707 

Number  of   Underlying   Loans  535  785  662        1,982 

(thousands) 

Current  estimates  assume  that  institutions  now  consolidating  FFEL  loans  would 
continue  to  do  so.  Given  this  continued  availability  of  FFEL  consolidation  loans,  and 
our  assumption  that  the  streamlined  structure  of  Direct  Loans  will  not,  in  and  of 
itself,  attract  borrowers  into  the  Direct  Consolidation  loans,  projected  Direct  Con- 
solidation volume  is  limited  to  borrowers  who  have  a  spiecific  incentive — i.  e.,  inter- 
est benefits,  more  flexible  repayment  options,  or  the  opportunity  to  get  out  of  de- 
fault— to  consolidate  into  Direct  Loans. 

Our  estimates  assume  that  few  borrowers  who  have  been  in  repayment  for  more 
than  five  years  would  consider  consolidating,  since  potential  benefits  will  diminish 
as  loan  balances  are  paid  down.  Because  most  outstanding  FFEL  loans  will  be  con- 
verted to  the  same  variable  interest  rate  available  under  iJirect  Loans  as  of  January 
1995,  we  assumed  that  potential  interest  savings  would  induce  relatively  few  FFEL 
borrowers  to  consolidate  into  Direct  Loans.  Assumptions  regarding  alternative  re- 
payment and  defaults  are  addressed  in  responses  to  subsequent  questions. 

2.  What  plans  has  the  Department  developed  for  curtailing  marketing  of  the 
FDSL  Consolidation  Loan  Program  in  the  event  that  the  volume  generated  proves 
destabilizing  to  the  FFEL  program? 

The  Department  is  committed  to  ensuring  access  to  student  loan  capital  for  all 
eligible  students  during  the  transition  from  FFEL  to  Direct  Loans.  We  have  already 
implemented  an  agreement  with  the  Student  loan  Marketing  Association  (Sallie 
Mae)  to  act  as  a  lender  of  last  resort  for  any  eligible  student  in  the  country  who 
is  unable  to  obtain  an  FFEL  loan.  We  also  have  established  a  Transition  Guaranty 
Agency  (TGA)  that  is  prepared  to  assume  the  responsibility  of  managing  the  loan 
portfolio  of  any  guaranty  agency  that  ceases  operation  and  cannot  be  consolidated 
with  another  agency.  With  these  two  mechanisms  in  place,  we  can  immediately  sta- 
bilize the  FFEL  program  if  necessary  and  continue  to  ensure  access  for  students. 

In  addition,  we  are  constantly  monitoring  the  FFEL  program  to  identify  those 
guaranty  agencies  that  might  be  weakened  by  a  loss  of  loan  volume  resulting  from 
schools  in  their  States  moving  to  participate  in  the  Direct  Loan  Program.  We  will 
be  working  with  those  agencies  to  assess  their  financial  stability  and  administrative 
capability  given  this  reduced  volume  and  will  be  taking  all  oi  the  necessary  steps 
to  ensure  that  the  students  in  those  States  do  not  sufTer  any  harm  because  of  loan 
access  problems. 

Similarly,  we  will  be  carefully  monitoring  the  impact  of  the  Federal  Direct  Con- 
solidation loan  Program  and  modifying  cur  approach  after  determining  the  results 
of  our  6-month  evaluation.  If,  for  example,  we  see  that  we  are  consohdating  loans 
at  a  higher  rate  than  anticipated,  we  will  reduce  or  even  eliminate  our  marketing 
efforts.  The  6-month  evaluation  will  give  us  the  information  we  need  to  make  any 
such  decisions. 

Finally,  our  estimates  for  actual  consolidations  are  very  conservative  (an  esti- 
mated 191,000  in  FY  1995  and  1.3  million  by  FY  2000)  and  we  are  planning  to  move 
slowly  and  carefully  into  this  area.  The  purpose  of  the  Federal  Direct  Consolidation 
Loan  Program  is  to  provide  borrowers  with  the  best  possible  opportunity  to  repay 
their  loans  while  maintaining  the  freedom  to  make  career  and  personal  choices  tnat 
best  suit  their  lives.  Therefore,  we  share  Congress'  concern  that  we  proceed  cau- 
tiously and  deliberately  to  full  implementation. 

3.  To  what  FFELP  borrowers  will  direct  consolidation  loans  be  available? 


69 

Direct  consolidation  loans  will  be  available  to  all  borrowers  currently  in  repay- 
ment, except  for  those  borrowers  seeking  to  consolidate  for  purposes  of  refinancing 
a  single  FFELP  loan.  While  such  consolidations  are  permitted  under  the  Depart- 
ment^ statutory  authority,  the  Department  is  proceeding  with  consolidation  on  a 
limited,  test-market  basis  for  the  immediate  future.  TliereTore,  unless  single  FFELP 
loan  borrowers  wish  to  consolidate  under  Direct  Loans  for  purposes  of  securing  an 
alternate  repayment  plan,  such  as  income  contingent  repayment,  borrowers  with 
single  FFELP  loans  would  be  dissuaded  from  consolidating.  This  issue  will  be  evalu- 
ated periodically  as  we  monitor  the  progress  of  the  program. 

4.  Please  describe  the  procedures  to  oe  used  in  makin^FDSL  consolidation  loans 
(i.e.,  A.  How  will  borrowers  find  out  about  these  loans?  D.  what  steps  will  the  bor- 
rower have  to  undertake  in  order  to  secure  such  a  loan?) 

A.  The  Department  will  use  a  phased-in  and  measui-ed  approach  to  providing  in- 
formation to  the  public.  Informational  pieces  placed  in  newspapers  will  contain  an 
800  phone  number  for  more  information.  Callers  will  be  sent  a  brochure  which  helps 
them  to  consider  whether  consolidation  is  right  for  them  and  describes  the  loan  re- 
payment plans.  Brochure  recipients  will  be  asked  to  mail  or  fax  information  about 
their  current  loans  to  the  Servicing  Center.  Based  on  the  loan  information  provided 
by  the  borrower,  the  Servicing  Center  will  send  to  the  borrower  a  packet  containing 
the  following  information: 

— Borrower  letter  with  estimated  payments  based  on  loan  information  previously 
provided  by  the  borrower; 

— Detailed  description  of  repayment  choices; 

— Major  benefits  overview  cnart; 

— L«oan  application/promissory  note; 

— Income  Contingent  Repayment  Plan  selection  form; 

— Income  Contingent  Repayment  Plan  consent  for  disclosure  of  tax  information 
form. 

B.  If  borrowers  have  a  Federal  Direct  Student  loan,  they  simply  contact  the  Direct 
Loan  Servicing  Center  to  obtain  an  application  form.  The  borrower  fills  out  the  form 
and  mails  it  back  to  the  Direct  Loan  Servicing  Center.  The  Servicing  Center  will 
process  the  application  and  notify  the  borrower  when  they  have  established  an  lEA. 

If  borrowers  do  not  have  a  Federal  Direct  Student  loan,  they  must  check  with 
their  current  lenders)  for  information  on  consolidation  programs,  or  about  setting 
up  new  repayment  terms  that  are  sensitive  to  their  income.  If  borrowers  determine 
that  an  TEA  is  the  best  option,  they  fill  out  an  application  and  mail  it  to  the  Direct 
Loan  Servicing  Center.  The  Center  contacts  the  loan  holders  to  determine  the  exact 
payoff  amount,  payoff  checks  are  generated  and  mailed,  the  note  is  processed,  and 
the  Direct  Consolidation  loan  is  entered  into  the  Direct  Loan  Origination  subsystena. 
Once  the  loan  is  booked,  it  is  forwarded  into  the  Loan  Servicing  system  where  it 
joins  the  stream  of  all  other  loans  in  terms  of  communications,  bills,  and  payment 
processing.  Borrowers  must  certify  on  the  Direct  Consolidation  Loan  Program  Prom- 
issory Note  that  they  contacted  their  lender  and  were  either  unable  to  obtain  a  con- 
solidation loan  or  were  unable  to  get  acceptable  income  sensitive  terms  on  the  con- 
solidation loan. 

Senator  Jeffords.  Thank  you  very  much,  Secretary  Kunin.  We 
appreciate  your  testimony  and  appreciate  the  answers  that  you 
have  given  in  response  to  the  questions  asked. 

Again,  I  would  like  to  go  back  to  the  handling  of  defaults.  I  think 
that  is  something  that  makes  us  all  concerned  as  to  whether  we 
have  a  level  playing  field.  The  Department  has  indicated  that  it  in- 
tends to  continue  the  use  of  default  rates  to  determine  continued 
eligibility  for  both  of  the  programs.  When  will  the  Department 
issue  regulations  or  announcements  on  this  issue  for  the  direct 
loans,  and  what  outlines  can  you  provide  us  at  this  time? 

Ms.  Kunin.  When  will  we  issue  regulations  for  the  direct  loans — 
as  you  indicate,  we  are  using  the  same  system  as  for  the  FFEL  pro- 
gram, and  any  school  that  is  in  default  over  25  percent  for  3  years 
cannot  participate. 

In  regard  to  the  issue  of  the  regulations,  will  there  be  a  need  for 
new  regulations? 

Mr.  KoRNFELD.  We  are  working  on  that  now.  We  have  started, 
and  we  will  be  producing  regulations  very  soon.  The  regulations 
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will  not  only  include  default  rates,  which  is  only  one  measurement, 
but  because  of  the  direct  loan  program,  we  can  get  much  prompter 
and  much  more  accurate  data,  and  we  will  be  able  to  produce  data 
so  that  negative  amortization  as  well  as  all  the  other  concerns  that 
we  have  and  that  you  all  have  will  be  measurements  that  we  will 
be  able  to  determine;  and  if  schools  reach  the  negative  amortization 
in  any  quantity,  they  will  be  terminated  from  the  program  just  as 
if  they  had  a  high  default  rate.  And  those  regulations  are  being 
worked  on  right  now,  Senator. 

Ms.  KuNEN.  Let  me  just  add  another  footnote  to  the  question  of 
defaults  rates,  and  I  appreciate  your  concern.  We  are  all  very  con- 
cerned about  that. 

We  have  succeeded  in  reducing  defaults,  as  you  know,  from  21 
percent  to  15  percent,  and  it  is  going  to  get  lower  beyond  that.  And 
we  have  increased  collections  at  the  same  time. 

But  one  positive  aspect  of  direct  lending  is  that  we  will  get  infor- 
mation about  defaults  much  sooner.  Just  this  morning,  I  had  a  dis- 
cussion that  under  the  present  system,  we  can  wait  as  much  as  2 
years  to  find  out  if  someone  has  defaulted,  so  we  do  not  get  that 
financial  information  in  order  to  act  promptly.  And  with  direct 
lending,  we  will  have  that  information  at  our  fingertips  in  much 
more  quick  fashion. 

Senator  Jeffords.  Let  me  ask  you  a  specific  question.  How  are 
you  going  to  determine  as  to  when  there  is  a  default  for  the  direct 
loan  program? 

Ms.  KuNiN.  The  same  way  as  now. 

Mr.  KoRNFELD.  First,  the  same  way.  We  will  still  use  a  regular 
default,  which  will  continue,  and  we  will  still  continue  any  pro- 
-am. Any  institution  that  has  a  25  percent  default  rate  for  3  years 
IS  not  eligible  for  the  loan  program,  be  it  either  FFEL  or  the  direct 
loan  program.  But  the  advantage  we  have  now  in  direct  loans  is 
that  not  only  will  we  have  that  measurement,  but  we  will  also  have 
other  measurements.  And  as  Secretary  Kunin  pointed  out,  they  will 
be  timely.  We  will  not  have  to  wait  years  until  this  occurs. 

One  of  the  measurements,  as  I  mentioned  before,  that  we  are 
going  to  use  is  the  negative  amortization.  Any  institution  that  has 
a  high  proportion  of  its  students  in  negative  amortization,  we  are 
coming  up  with  a  formula,  and  they  too  will  be  terminated  from  the 
loan  program. 

In  addition  to  negative  amortization,  we  are  also  exploring  other 
measurements,  so  we  are  going  to  have  more  control  in  direct  loan 
than  we  ever  had  in  the  FFEL  program  to  reduce  defaults. 

Ms.  KUNLN.  I  would  say  that  with  the  choice  of  income  contin- 
gency repayment,  probably  fewer  students  will  go  into  default,  and 
that  will  be  a  good  thing,  because  we  will  be  collecting  money,  we 
will  be  losing  less  money,  and  that  will  be  positive  for  everybody 
concerned. 

I  gather  the  question  behind  your  question  is  if  more  students 
are  in  repayment,  and  there  is  a  lower  default  rate,  will  we  have 
better  indicators  also  of  the  health  overall  of  the  institution.  And 
that  is  why  we  are  looking  at  other  measurements  as  well,  because 
it  could  very  well  be  that  default  rates  go  down,  but  the  institution 
could  still  have  financial  problems,  and  we  might  not  be  able  to  see 
them  as  clearly. 
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Senator  Jeffords.  Looking  at  it  from  the  perspective  of  the  stu- 
dent, why  shouldn't  we  allow  the  income  contingency  option  to  the 
present  loan  program? 

Ms.  KUNIN.  Well,  that  is  the  way  the  law  is  written,  that  it  is 
only  available  for  direct  lending. 

Senator  Jeffords.  I  know.  That  is  my  question — why  shouldn't 
it  be  available  also  to  the  FFELP? 

Ms.  KUNIN.  Well,  there  hasn't  been  much  reception  to  that 
amongst  the  guaranty  agencies  and  the  other  players;  but  certainly 
that  is  not  inconceivable. 

Mr.  KORNFELD.  Also,  the  way  the  income  contingent  plan  pro- 
gram is  developed  is  that  in  the  way  the  direct  loan  program  is  set 
up,  borrowers  could  go  into  that  program  for  a  short  period,  change 
their  minds  because  their  financial  situation  could  change,  and  go 
back  and  forth.  If  the  lending  industry  chooses  to  do  that,  we  wel- 
come that  opportunity.  But  they  have  to  provide  the  borrowers  the 
same  opportunity  we  are  providing  the  borrowers  so  that  as  their 
income  and  lifestyle  change,  they  can  change  the  kind  of  way  they 
make  the  payments.  That  is  one  of  the  advantages  of  the  direct 
loan.  It  permits  people  to  choose  the  way  they  want  to  pay  it,  rath- 
er than  a  fixed  10-year  pattern  which  the  lenders  now  provide. 

Senator  Jeffords.  Would  there  be  any  reason  why,  assuming 
you  went  to  100  percent,  those  with  existing  loans  should  not  have 
the  same  payment  opportunities  with  the  Federal  Government  pro- 
gram? 

Ms.  KuNEN.  There  is  no  reason  why  not,  no. 

Senator  Jeffords.  Thank  you. 

Senator  Pell. 

Senator  Pell.  Thank  you,  Mr.  Chairman. 

Madam  Secretary,  you  mentioned  allowing  students,  when  they 
begin  repayment,  to  pay  a  small  amount  even,  as  I  understand  it, 
if  the  payments  do  not  cover  the  interest  on  their  loan  debt.  Sallie 
Mae  has  submitted  a  similar  proposal  for  the  regular  loan  program, 
but  this  has  not  been  approved.  I  was  just  curious  why  the  concept 
should  not  apply  to  both  Sallie  Mae  and  to  the  new  program. 

Ms.  KUNIN.  Well,  Sallie  Mae  has  done  that,  and  there  is  no  pro- 
hibition for  them  to  be  able  to  do  that.  They  have  those  options  if 
they  can  finance  them.  But  as  Leo  Kornfeld  said,  I  think  it  is  im- 
portant that  students  be  able  to  change  their  repayment  plans  if 
they  want  to,  as  their  life  circumstances  may  change.  As  they  move 
to  a  higher-paying  job,  they  may  want  to  go  back  to  a  traditional 
repayment  plan.  Many  of  the  private  options  have  some  penalties 
for  changing  that,  and  that  may  be  a  different  kind  of  incentive  or 
discouragement  for  a  student. 

Senator  Pell.  Perhaps  somewhat  along  the  same  line,  why  are 
there  different  terms  for  extended  graduated  repayment  between 
the  direct  loan  program  and  the  regular  guaranteed  student  loan 
program?  Shouldn't  the  terms  be  the  same  to  achieve  this  famous 
level  playing  field? 

Ms.  KuNlN.  I  think  they  are  the  same,  I  think  they  are  the  same. 
I  do  not  think  that  that  is  a  major  difference.  I  would  be  happy  to 
look  into  that  further  if  you  would  like. 

Senator  Pell.  We  would.  I  understood  there  were  different  terms 
for  the  extended  graduated  repayment  between  the  two  programs. 
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Ms.  KUNIN.  I  am  not  aware  of  that,  but  we  will  research  that. 

Senator  Pell.  Thank  you. 

Now,  the  private  sector,  as  you  know,  has  argued  that  changes 
are  needed  in  order  to  ensure  a  level  playing  field  with  competition 
between  the  direct  loan  program  and  the  private  sector  one.  Are 
there  any  changes  that  you  think  might  be  needed  to  achieve  this 
level  playing  field  that  are  not  yet  in  effect? 

Ms.  KUNIN.  Well,  we  feel  that  the  private  sector  is  handling  the 
competition  extremely  well.  I  mean,  they  have  resources  that  the 
Federal  Government  does  not,  in  terms  of  advertising,  in  terms  of 
materials  they  put  out,  in  terms  of  contacts  that  they  make.  So  we 
do  not  feel  that  the  playing  field  is  not  level.  I  think  it  is  very  level, 
and  certainly,  the  colleges  have  a  clear  choice  as  to  which  way  they 
want  to  go. 

I  think  one  of  the  interesting  fringe  benefits  of  direct  lending, 
frankly,  is  that  the  private  lenders  have  vast  improved  their  serv- 
ices, and  that  is  a  real  benefit  of  direct  lending.  I  do  not  think  you 
would  have  seen  some  of  these  offerings  made  to  students  of  even, 
for  example,  reducing  the  interest  rate  if  you  pay  5  years  in  a  row 
promptly,  which  was,  I  understand,  offered  at  the  University  of 
Maryland.  None  of  these  offers  would  have  been  made  in  the  past. 
And  as  you  may  recall,  Senator,  they  always  came  in  and  said,  "We 
cannot  possibly  do  this  program  without  an  increase  in  the  subsidy 
and  an  increase  in  the  interest  rate." 

So  I  think  the  healthy  competition  is  already  having  a  tremen- 
dous effect  and  a  very  salutary  effect  for  students  and  taxpayers. 

Senator  Pell.  Thank  you. 

Somewhat  along  the  same  line,  how  will  loan  consolidation  in  the 
direct  loan  program  differ  from  that  in  the  regular  guaranteed  stu- 
dent loan  program?  I  believe  you  are  encouraging  consolidation. 

Ms.  KUNIN.  Yes.  Under  the  guaranteed  student  loan  program, 
consolidation  was  not  possible  unless  some  guaranty  agencies  and 
Sallie  Mae  have  recently  offered  that.  It  was  possible,  but  at  very 
high  interest  rates.  What  we  are  doing  is  offering  it  at  a  lower  in- 
terest rate.  And  again,  our  offer  of  consolidation  has  spurred  more 
offers  of  consolidation  within  the  private  sector.  It  is,  again,  a  serv- 
ice that  was  not  readily  available.  I  mean,  it  could  be  available  if 
you  knew  exactly  what  you  wanted,  but  often  at  a  higher  price. 
And  now  again,  the  competition  is  benefiting  students  in  consolida- 
tion as  well. 

We  are  proceeding  with  consolidation  with  great  care,  moving 
forward  very  slowly.  We  have  consolidated  76  loans.  At  the  present 
time,  we  have  received  some  7,000  applications  for  consolidation, 
and  we  are  taking  this  as  a  step  by  step  process,  recognizing  that 
this  has  to  be  done  well  and  with  care. 

Senator  Pell.  If  you  look  down  the  road  a  period  of  years,  let  us 
say  a  decade,  do  you  see  the  direct  loan  program  doing  all  the  loans 
itself,  and  the  guaranteed  student  loan  phased  out,  or  do  you  con- 
tinue to  see  a  little  of  both? 

Ms.  KUNIN.  I  would  hope  the  country  would  move  to  full  imple- 
mentation of  direct  lending.  It  has  all  the  common  sense  in  the 
world  attached  to  it;  it  is  simpler,  it  is  more  accountable,  and  it 
serves  students  better — and  the  whole  purpose  of  the  program  is  to 
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enable  students  to  get  a  college  education  and  to  be  able  to  repay 
their  loans  in  a  timely  manner. 

So  from  what  we  know  now,  it  certainly  seems  like  the  right  way 
to  go. 

Senator  Pell.  Thank  you  very  much. 

Senator  Jeffords.  Senator  Coats. 

Senator  Coats.  Thank  you,  Madam  Secretary,  for  appearing 
today  and  for  your  testimony.  I  was  pleased  to  hear  you  basically 
confirm  Mr,  Penner's  conclusion  that  the  scoring  on  this,  if  it  in- 
cluded all  the  variables,  would  be  half  of  what  it  currently  is.  I 
think  you  said  the  extra  cost  was  $8  per  $100  and  would  be  $4; 
therefore,  even  if  it  were  implemented,  the  savings  would  be  half. 
That  would  I  think  confirm  his  statement  that  the  administration's 
scoring  estim.ates  were  double  what  they  ought  to  be. 

Ms.  KUNIN.  Well,  I  confirm  part  of  his  conclusions,  not  that  they 
were  double  what  they  ought  to  be.  The  administration's  scoring  is 
exactly  what  it  must  be  under  the  present  law. 

Senator  Coats.  I  understand  that,  but  I  mean  if  we  made  apples 
apples,  and  we  equalized  everything. 

Ms.  KUNIN.  Well,  let  me  clarify  that  because  I  think  it  is  a  very 
important  point.  We  strongly  believe  that  the  present  scoring  is  ac- 
curate, and  the  point  of  my  remark  is  that  even  if — and  that  is  a 
big  "if — the  scoring  were  changed,  there  would  still  be  significant 
savings  of  $4  for  every  $100  of  loans.  That  in  no  way  is  intended 
to  imply  that  I  believe  that  should  be  the  scoring. 

So  that  is  a  very  important  point  of  distinction. 

Senator  Coats.  Well,  I  guess  that  is  a  point  in  dispute  that  we 
will  have  to  sort  out  here  as  we  evaluate  the  program.  But  it  seems 
to  me  there  is  considerable  reason  to  believe  that  as  in  most  scor- 
ing, that  not  just  the  administration,  and  not  just  this  administra- 
tion, not  just  one  party,  but  both  parties,  often  engage  in  fashion- 
ing their  budgets,  and  we  do  not  always  take  all  the  variables  into 
consideration. 

Ms.  KUNIN.  Let  me  just  add  another  point  if  I  may.  Senator,  and 
that  is  that  this  Act,  the  Credit  Reform  Act,  was  passed  before  di- 
rect lending  was  even  proposed,  so  it  is  not  as  if  the  scoring  were 
deliberately  designed  to  make  direct  lending  look  good.  That  is  not 
the  case. 

Senator  Coats.  No,  I  did  not  suggest  that.  But  it  is  a  convenient 
way  of  bumping  up  the  savings  beyond  what  we  reasonably  expect 
them  to  be — ^but  time  will  tell,  and  we  will  know. 

Ms.  KUNIN.  Right,  time  will  tell,  but  it  is  the  same  scoring  that 
is  used  for  all  similar  kinds  of  credit  and  loan  programs. 

Senator  Coats.  I  know.  That  is  part  of  our  problem. 

I  was  surprised  to  hear  you  respond  to  Senator  Pell's  question 
that  the  administration  proposal  to  move  to  100  percent  direct 
lending  was  something  you  supported,  because  you  made  such  won- 
derful statements,  affirming  statements,  about  the  value  of  com- 
petition. I  was  thinking  you  were  leading  to  a  conclusion  that  the 
best  thing  we  could  do  for  the  program  would  be  to  provide  a  com- 
petitive alternative  to  the  private  lending  program  through  a  direct 
lending  program.  Wouldn't  all  those  things  you  said  about  private 
lenders  vast  improving  their  services,  about  the  ability  of  institu- 
tions to  have  choices,  that  the  real  test  is  what  they  choose  in  the 
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marketplace — wouldn't  those  all  disappear  if  we  moved  to  100  per- 
cent direct  lending? 

Ms.  KuNiN.  Well,  this  is  the  benefit  of  the  transition  phase,  and 
I  think  those  benefits  have  added  up  much  more  quickly  than  any- 
body could  have  estimated,  and  I  think  that  that  is  all  to  the  good. 

Senator  Coats.  If  that  is  the  case,  why  did  the  GAO  report  that 
only  29  percent  of  the  40  percent  volume  was  subscribed  to  for  the 
second  year  and  that  104  schools  have  dropped  out?  If  that  was 
such  a  benefit,  why  did  104  schools  drop  out,  and  why  were  you 
only  able  to  achieve  29  percent? 

Ms.  KUNIN.  Let  me  explain  that.  Of  the  104  schools  in  the  5  per- 
cent of  the  program,  none  have  dropped  out 

Senator  Coats.  No,  but  we  are  very  quickly  moving  to  the  second 
year  of  the  program. 

Ms.  KuNiN.  That  is  right.  I  would  say  there  are  several  reasons 
why  the  second  batch,  so  to  speak,  has  gotten  some  sense  of  anxi- 
ety about  the  program.  One  is  the  overall  political  climate,  which 
they  cannot  ignore.  You  know,  when  there  is  talk  of  capping  the 
program,  or  some  have  even  talked  about  phasing  out  the  program, 
college  presidents  and  others  get  very  nervous  about  that.  I  would 
say  that  that  is  the  major  reason.  Some  do  want  another  year  of 
experience.  But  on  the  whole,  we  were  very  conservative,  I  have  to 
tell  you,  in  the  selection  of  those  first  schools.  We  could  have  start- 
ed at  a  higher  amount,  because  the  original  demand  was  even 
greater.  And  we  turned  schools  down — how  many  schools  did  we 
turn  down? 

Mr.  KoRNFELD.  We  actually  had  2,300  schools  apply  for  the  sec- 
ond year,  and  we  selected  1,495  of  those  schools.  Of  the  schools 
that  are  withdrawing,  100  now  is  closer  to  maybe  60,  because  they 
are  coming  back,  number  one.  No.  2,  the  schools  have  stated,  as  the 
GAO  reported,  that  they  withdrev/  because  of  internal  computer 
systems.  I  actually  talked  to  a  number  of  those  schools,  and  that 
is  not  the  real  reason  why  they  have  withdrawn.  The  real  reason 
why  they  have  withdraw  is  because  of  pressure  from  the  lenders 
and  the  guaranty  agencies. 

Just  this  week.  Chemical  Bank  had  a  meeting  in  New  York 
where  they  made  all  kinds  of  misstatements,  saying  that  Congress 
was  going  to  eliminate  the  program  and  things  of  that  sort,  and 
mentioned  the  fact  that  schools  ought  to  get  out  of  the  program. 
There  is  a  major  campaign  going  on  to  have  these  schools  with- 
drawn. 

In  the  GAO  report  that  you  referred  to.  Senator — and  let  me 
quote  from  it — "Our  sense  is  that  the  schools  might  be  more  con- 
cerned about  the  uncertainty  surrounding  the  future  of  the  Federal 
direct  student  loan  program,  and  that  is  why  most  of  them  are 
withdrawing." 

Senator  Coats.  So  that  even  though  the  benefits  are  substan- 
tially better  to  go  with  the  direct  lending  program,  the  coercion  of 
the  banks  and  outside  agencies  is  forcing  them  not  to  accept  the 
better  deal  for  their  institutions  and  their  students? 

Ms.  KUNIN.  I  would  not  say  "coercion" 

Senator  Coats.  Well,  that  is  what  Mr.  Kornfeld  said. 

Mr.  Kornfeld.  Senator,  there  are  campaigns  going  on  through- 
out the  country  by  lenders  and  guaranty  agencies  to  convince  the 
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schools,  to  convince  the  presidents  of  these  institutions,  not  to  par- 
ticipate in  the  direct  loan  program.  That  is  a  fact. 

Senator  Coats.  Well,  Mr,  Chairman,  we  ought  to  follow  up  on 
that  if  that  is  the  case.  We  thank  you  for  bringing  it  to  our  atten- 
tion. We  are  going  to  hear  from  some  schools  in  the  third  panel, 
but  if  there  is  coercion  underway — are  you  suggesting  there  are  fi- 
nancial incentives,  because  it  would  be  opposed  to  their  financial 
interests  and  the  interests  of  their  students  if  they  were  doing  that. 
Clearly,  if  the  Secretary's  comments  are  correct,  and  it  is  a  sub- 
stantial benefit  to  go  with  the  direct  lending  program  for  these  in- 
stitutions, there  must  be  some  financial  incentives — what  is  the  in- 
centive? 

Mr.  KoRNFELD.  I  do  not  know  if  there  is — I  do  not  think  there 
is  financial  incentive.  You  must  keep  in  mind  what  happens  here. 
As  direct  loan  expands,  there  is  no  need  for  guaranty  agencies, 
there  is  no  need  for  lenders,  there  is  no  need  for  secondary  mar- 
kets. So  what  we  really  have  here  is  not  necessarily  only  looking 
at  what  is  best  for  the  country  and  for  the  taxpayers  in  tnis  coun- 
try. We  have  here  a  situation  of  maintaining  the  subsidies  to  these 
particular  entities  and  job  survival,  and  that  is  involved  in  many 
of  these  activities. 

Ms.  KUNEN.  This  is  a  high  stakes  game;  I  think  there  is  no  ques- 
tion about  that.  And  when  you  transform  a  system  as  large  as  this, 
with  as  many  players  as  tnis,  there  are  new  winners  and  losers. 
In  the  final  analysis,  though,  many  of  the  people  who  now  think 
they  may  lose  out  may  in  fact  be  participants,  and  we  have  seen 
that  at  the  outset. 

For  example,  one  of  our  major  critics  when  we  talked  about 
launching  this  program  was  a  major  bank  in  the  United  States; 
now  a  subsidiary  of  that  bank  is  our  servicer,  because  they  know 
the  business  best,  and  they  achieved  the  contract  through  competi- 
tion, because  they  gave  us  the  best  price  and  the  best  service. 

So  I  think  in  this  transition  period,  there  is  great  anxiety,  and 
there  may  be  in  fact  be  new  people  brought  into  the  business,  be- 
cause the  business  of  direct  lending  and  lending  in  general  is 
changing.  Many  people,  for  example,  collect  loans.  There  are  lots  of 
entities  in  the  business  sector  that  do  that;  it  does  not  have  to  be 
just  the  traditional  ones.  But  it  is  a  tumultuous  period,  there  is  no 
doubt  about  that,  and  there  are  sometimes  just  scare  stories.  But 
I  would  say  that  overall  it  is  the  political  climate  of  uncertainty 
that  is  the  biggest  problem  that  we  have,  and  that  is  why  capping 
the  program  or  stopping  the  program  would  do  it  much  harm. 

Senator  Coats.  My  time  is  more  than  expired.  I  appreciate  the 
generosity  of  the  chairman,  and  I  will  come  back  with  additional 
questions. 

Senator  Jeffords.  Senator  Simon. 

Senator  Simon.  Thank  you.  " 

First,  I  want  to  commend  the  Department  for  the  job  that  you 
have  done.  And  it  is  interesting  that  you  quote  in  your  testimony, 
the  chief  financial  officers  had  an  audit,  and  their  conclusion  on  the 
program  was:  "more  efficient,  less  costly,  and  more  customer- 
friendly."  That  is  a  direct  quote. 

The  community  colleges  checked  with  the  people  who  were  part 
of  the  program,  and  they  came  back  with  a  very  laudatory  report 
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from  their  Washington  representative.  Here  are  three  quotes  from 
three  different  colleges. 

"It  is  simple,  quick,  and  less  confusing." 

'This  is  the  first  time  in  my  experience  that  a  program  was 
started  where  institutions  could  select  how  they  participated  and 
really  had  institutional  flexibility  and  control." 

'This  has  been  the  freshest  breath  of  air  in  a  long  time." 

Now,  on  the  matter  of  a  level  playing  field,  a  level  playing  field 
should  also  mean  that  there  are  no  greater  subsidies  to  one  side 
than  to  the  other  side.  Is  that  the  case.  Madam  Secretary? 

Ms.  KuNlN.  No.  As  you  know,  Senator,  we  will  be  paying  out,  for 
example,  some  $17  billion  in  subsidies  to  lenders  over  the  next  5 
years,  and  the  beauty  of  direct  lending  is  that  it  is  competitive;  it 
is  not  an  automatic  subsidy  given  out  to  a  person  when  they  sign 
up  and  say  I  want  to  be  a  lender.  So  the  subsidies  that  are  there 
are  squeezed  down  to  the  minimum  in  direct  lending  in  order  sim- 
ply to  have  that  company  be  in  business. 

Senator  Simon.  And  when  you  quoted  the  Chemical  Bank — and 
there  is  no  question  that  banks  have  a  great  deal  at  stake  here  and 
the  secondary  markets;  the  average  bank  makes  more  money  on  a 
student  loan  than  on  a  house  mortgage  or  on  a  car  loan,  and  it  is 
completely  guaranteed.  We  have  socialized  the  profits,  if  you  will, 
for  the  banks.  And  since  I  am  against  socialism.  Senator  Coats,  I 
am  opposed  to  this  legislation  that  is  pending  here. 

Let  me  quote  from  Tom  Petri.  "Make  no  mistake — guaranteed 
student  loans  contain  an  enormous  bank  subsidy.  That  is  one  of 
their  four  main  sources  of  waste.  If  we  do  not  get  rid  of  this  cor- 
porate welfare,  we  will  have  to  cut  more  elsewhere.  The  choice  is 
clear — are  you  for  the  banks  or  for  the  taxpayers?  True  fiscal  con- 
servatives should  have  no  doubt  about  whose  side  to  take." 

I  am  a  true  fiscal  conservative,  Madam  Secretary. 

You  mentioned  one  other  thing,  and  that  is  you  just  in  passing 
mentioned  advertising.  Because  there  will  be,  as  you  mentioned, 
$17  billion  in  the  next  5  years  going  to  the  banks  and  secondary 
markets,  they  are  spending  money  on  lobbyists — lobbyists  love  this 
fight — they  are  spending  money  on  advertising,  and  a  lot  of  people 
are  getting  a  distorted  message  of  what  is  happening. 

Now  to  a  question.  First,  on  the  default  question  that  Senator 
Jeffords  asked  you  about,  at  least  when  you  are  in  this  program, 
you  do  not  have  a  financial  incentive  to  permit  defaults. 

Ms.  KUNEN.  That  is  right. 

Senator  Simon.  Is  there  in  fact  a  financial  incentive  for  the  guar- 
anty agencies  and  the  banks  to  permit  defaults? 

Ms.  Kunin.  Yes,  because  they  retain  27  percent  of  what  they  col- 
lect. So  it  is  very  profitable  for  them.  So  it  is  an  inverse  incentive. 
Actually,  the  incentive  is  to  encourage  defaults  rather  than  to  dis- 
courage defaults.  Now,  whether  thev  act  on  that  all  the  time,  one 
cannot  always  conclude,  but  nevertheless  their  profits  increase  as 
defaults  go  up.  And  of  course,  our  incentive  is  directly  opposite.  We 
are  here  to  save  that  money  for  the  taxpayer,  and  without  a  mid- 
dleman to  collect  part  of  that  collection,  certainly  the  taxpayer  will 
be  even  better  off.  So  it  is  a  much  tighter  system,  a  much  more  ac- 
countable system,  and  in  fact  the  Government  actually  collects 
money  cheaper  than  does  the  private  sector.  It  is  again  one  of  those 
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counter-intuitive  situations.  But  the  average  cost  for  private  collec- 
tors is  40  percent;  for  the  Federal  Grovernment,  it  is  about  17  per- 
cent. 

Senator  Simon.  And  one  final  question.  When  Congressman  Petri 
originally  talked  about  this,  and  when  we  were  considering  it,  we 
were  talking  about  having  the  IRS  involved  in  the  collection  proc- 
ess. I  still  favor  that,  and  I  have  spoken  with  the  IRS  Commis- 
sioner, and  she  says  she  is  perfectly  willing  to  cooperate. 

Where  do  we  stand  on  this  matter  of  getting  the  IRS  involved  in 
the  collection  process?  I  happen  to  think  they  are  a  pretty  efficient 
and  effective  collector. 

Ms.  KUNEvJ.  We  did  the  joint  study  with  Treasury,  as  you  may 
know.  Senator,  and  there  were  still  some  problems  to  be  overcome. 
The  IRS  Commissioner  is  favorable,  but  the  whole  question  of  im- 
plementing this  collection  system  is  a  big  burden  for  the  IRS. 

So  the  preliminary  conclusion  is  to  let  it  be  voluntary — those  who 
want  to  use  the  IRS  as  a  way  to  subtract  their  monthly  or  what- 
ever debt  payment  may,  and  those  who  do  not  will  not.  We  are  still 
exploring  it  further,  and  there  are  some  real  technical  hurdles  still 
to  overcome  with  the  IRS. 

Senator  Semon.  I  know  my  time  is  up,  but  if  I  could  just  follow 
up.  When  you  say  it  is  voluntary,  and  those  who  want  to  use  the 
IRS  may — voluntary  on  the  part  of  whom? 

Ms.  KUNIN.  Of  the  taxpayer.  This  would  be  like  a  service 

Senator  SiMON.  Of  the  lender  or  the  student? 

Ms.  KUNIN.  The  student. 

Senator  Simon.  OK. 

Thank  you,  Mr.  Chairman. 

Senator  Jeffords.  Just  to  comment,  I  would  say  that  if  you  are 
correct — and  I  hope  you  are — it  will  be  the  first  time  a  direct  lend- 
ing program  has  ever  cost  less  than  a  guaranteed  program. 

Senator  Kennedy. 

Senator  Kennedy.  Thank  you  very  much,  Mr.  Chairman. 

I  think  it  is  important  that  we  have  this  hearing,  and  I  think  the 
testimony  has  been  very  informative.  Those  who  favor  the  direct 
loan  program  want  to  have  the  facts  about  what  the  real  savings 
are  going  to  be  and  what  the  benefits  will  be  for  students. 

My  principal  criticism  to  date  is  that  we  are  not  giving  enough 
of  the  savings  to  the  students  themselves.  We  have  made  some 
modest  adjustment  in  terms  of  some  tuition  relief  for  them,  and  we 
understand  the  pressures  for  deficit  reduction.  But  with  the  sav- 
ings, many  of  us  who  are  supportive  of  the  direct  loan  program 
hope  that  it  will  provide  some  additional  relief  for  families.  I  think 
many  of  us  are  hopeful  as  we  move  into  the  second  phase  of  the 
direct  loan  program,  that  that  will  be  the  case.  We  understand  that 
we  must  address  deficit  reduction,  but  this  is  an  extraordinary  op- 
portunity to  make  a  difference  to  middle-income  families,  working 
families,  by  enabling  their  kids  going  to  college.  Passing  along  ad- 
ditional savings  to  students  may  be  a  different  subject  for  a  dif- 
ferent time,  but  nonetheless  I  think  it  is  important  to  keep  in  mind 
when  we  are  talking  about  the  direct  loan  program. 

Second,  Secretary  Kunin,  you  are  going  to  find  people — some  on 
this  committee — who  will  not  buy  direct  lending;  it  will  be  their 
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last  gasp  in  terms  of  their  full  support  for  the  guaranteed  loan  pro- 
gram— and  we  are  not  going  to  say  who  they  are  around  here. 

Senator  Coats.  I  raise  my  hand,  in  case  there  is  any  doubt. 
[Laughter.] 

Senator  Kennedy.  But  all  of  us  are  impressed  first  by  the  forth- 
rightness  of  your  presentation,  and  also  by  your  explanation  of  dif- 
ferences in  scoring,  an  issue  which  all  of  us  are  familiar  with  and 
frustrated  by.  We  are  impressed  also  by  your  willingness  to  put  ev- 
erything out  on  the  table,  and  to  get  the  independent  review,  and 
to  be  able  to  have  some  comparisons,  because  that  is  vitally  impor- 
tant. We  are  genuinely  trying  to  find  out  what  is  working  and  what 
does  not  work,  so  your  assessment  that  the  direct  loan  program  is 
working  is  very  important,  and  having  your  assurance  that  that  is 
the  case  is  incredibly  important. 

Let  me  underline  what  you  have  testified  to.  There  is  very  broad 
support  for  the  direct  loan  program  in  my  own  State,  from  out- 
standing universities,  some  larger,  some  smaller.  It  has  been  a  re- 
markable success  in  terms  of  both  the  students  and  the  administra- 
tion. I  think  all  of  us  understand  and  are  concerned  that  smaller 
colleges  may  have  more  difficulty  implementing  direct  lending  but 
it  seems  that  the  kind  of  help  and  support  that  you  have  given  on 
this  has  been  effective. 

Also,  I  want  to  underscore  that  you  have  made  important 
progress — and  you  referred  to  it  in  response  to  an  earlier  ques- 
tion— in  the  recovery  of  defaulted  loans.  I  just  cannot  underline 
that  enough.  If  the  fastest  growing  education  program  is  going  to 
be  student  defaults,  we  are  going  to  run  out  very  very  quickly  of 
support  from  taxpayers  for  the  whole  loan  program.  So  the  fact 
that  you  are  working  aggressively,  and  I  think  creatively,  to  ensure 
recovery  is  very,  very  important  in  determining  the  kind  of  loan 
programs  we  are  going  to  have.  I  think  that  this  issue  underlies 
the  future  success  of  the  entire  program. 

I  know  the  time  is  moving  along,  and  we  have  another  panel,  but 
let  me  ask  you,  if  you  were  looking  at  it  from  our  point  of  view, 
trying  to  do  an  evaluation  of  this  program  over  the  period  of  this 
next  year — I  for  one  am  hopeful  that  we  will  keep  to  the  agreement 
that  we  made  about  the  phase-in  of  direct  lending.  We  made  a  com- 
mitment, and  I  think  we  ought  to  stick  with  that.  I  respect  the  ad- 
ministration wanting  to  proceed  more  rapidly.  But,  I  think  we  have 
an  agreement;  it  was  bipartisan.  There  is  a  sense  of  expectation. 
I  think  this  is  an  enormously  important  educational  issue,  and  it 
has  to  be  done  right  and  fairly.  I  think  a  lot  of  time  was  taken, 
with  a  lot  of  divergent  views  about  how  to  draw  up  the  competition 
as  well  as  we  possibly  could  among  the  different  programs,  and  I 
for  one  hope  that  we  will  stick  to  the  agreement.  I  think  we  should, 
and  I  am  distressed  by  those  who  want  to  try  to  move  back,  with 
all  the  wrong  messages,  which  have  been  commented  on  by  both 
of  you  today,  being  sent  to  the  colleges.  I  hope  we  can  clear  that 
up. 

But  returning  to  my  question,  what  do  you  think  are  fair  bench- 
marks? Based  upon  your  experience,  what  would  you  say  are  the 
real,  true  indicators  of  the  benefits  and  of  how  the  competition  is 
coming  out  in  these  two  programs,  and  over  what  period  of  time? 
What  advice  would  you  give  us? 


79 

Ms.  KuNiN.  Thank  you,  Senator.  I  think  the  bottom  line  here  is 
who  is  this  program  designed  to  serve.  And  it  is  designed  to  serve 
not  the  banks,  not  the  guarantee  agencies — they  were  put  in  place 
to  help  put  the  program  in  place.  So  I  think  you  have  to  ask  how 
are  our  customers  served  by  this  program,  the  students  and  the  in- 
stitutions of  higher  education.  So  I  think  customer  satisfaction  and 
customer  response  are  very  important. 

Then,  I  think  you  should  look  at  some  of  our  internal  running 
of  the  program  as  well,  because  obviously,  we  have  to  be  able  to 
prove  to  the  taxpayers  that  this  is  an  accountable  program.  So  we 
welcome  the  kind  of  scrutiny  that  we  have  gotten  and  the  sugges- 
tions that  have  been  made.  But  one  other  indicator  would  be  the 
default  rates;  another  indicator  is  the  types  of  institutions  that  are 
participating.  We  also  have  to  combine  better  gatekeeping  with  the 
whole  lending  program.  And  we  also  have  to  look  at  the  actual  tax- 
payer savings.  I  mean,  money  is  going  into  the  Treasury  as  we 
speak,  and  that  can  be  counted,  and  I  tnink  it  can  be  counted  and 
measured  against  the  promise. 

So  those  are  some  of  the  indicators.  And  I  think  you  also  can  look 
at  something  else,  and  that  is  look  at  the  big  picture  and  how  does 
this  compare  to  the  existing  FFEL  program.  That  is  really  the  big 
question.  The  big  question  is  not  yet  is  direct  lending  perfect,  be- 
cause you  cannot  after  this  period  of  time  pass  total  judgment  on 
this  program;  but  I  think  you  can  look  at  the  indicators  that  say 
whether  it  is  moving  in  a  better  direction  than  the  existing  pro- 
gram, and  I  think  we  would  all  agree  on  a  bipartisan  basis  that 
the  FFEL  program  does  not  ever  give  us  a  chance  to  be  account- 
able, because  it  is  so  complex,  there  are  no  incentives  to  make  it 
work,  and  we  have  just  touched  on  a  few  of  the  things  that  are 
wrong  with  it. 

That  is  really  the  bottom  line  question — is  this  the  direction  we 
should  continue  to  move  in,  and  will  we  benefit  students  and  tax- 
payers if  we  do  so,  and  if  we  stop  it  dead  in  its  tracks,  will  be  we 
depriving  students  of  the  opportunity  to  have  savings  and  better  ef- 
ficiency, and  will  we  really  be  robbing  the  taxpayer  of  these  very 
significant  savings  no  matter  how  you  count  them  up. 

Senator  Kennedy.  Thank  you.  We  will  have  45  additional  schools 
in  Massachusetts  joining  the  program  during  its  second  year,  and 
we  have  spoken  to  a  number  of  them.  They  have  given  a  lot  of 
thought  to  this  decision,  and  have  reviewed  the  first  year's  experi- 
ence of  other  schools  and  are  really  enormously  positive  about  mov- 
ing into  the  program.  There  is,  as  you  well  know,  a  wide  diversity 
in  the  size,  scope,  interest  and  types  of  educational  institutions 
that  are  participating  in  the  program,  and  I  think  that  that  says 
an  awful  lot  about  the  integrity  and  flexibility  of  the  program. 
Thank  you  very  much. 

Thank  you,  Mr.  Chairman. 

Ms.  KuNtN.  Thank  you.  Senator. 

Senator  Jeffords.  Senator  Coats. 

Senator  Coats.  Just  a  couple  quick  follow-up  questions — two. 
One,  as  you  move  from  5  to  40  to  60  and  perhaps  to  100  percent, 
has  the  Department  calculated  the  additional  administrative  costs, 
the  number  of  employees,  roughly  what  you  are  going  to  need  to 
contract  out,  and  what  that  cost  would  be: 
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Ms.  KuNiN.  Yes,  we  have.  The  total  contract  cost  will  probably 
move  from  $1  billion  to  $3  billion  over  that  period.  The  number  of 
employees  would  be  about  520 — that  is  10(>— but  not  all  of  these 
would  be  new.  Only  about  205  would  be  new,  and  the  others  would 
be  transferred  over  from  the  FFEL  program. 

What  actually  would  happen  is  that  the  net  number  of  employees 
in  the  Department  of  Education  will  go  down  as  we  move  more  to 
direct  lending,  because  of  new  technology,  because  of  the  simplicity 
of  the  system,  and  because  of  the  competitive  contracts  that  we  are 
letting  out. 

So  that  contrary  to  expectations,  we  will  have  a  smaller  bureauc- 
racy in  the  Department  of  Education  as  we  move  forward  to  imple- 
ment direct  lending. 

Senator  Coats.  But  you  are  estimating  a  $3  billion  contract  out 
cost. 

Ms.  KUNEN.  Yes,  but  you  have  to  weigh  that  against  all  the  costs 
that  are  now  going  to  the  subsidies,  to  all  the  lenders,  to  all  the 
guaranty  agencies,  to  all  the  secondary  markets.  So  it  is  not  simply 
increase  one  to  three,  and  then  nothing  happens  in  FFEL.  As  I  in- 
dicated, just  one  measure  of  those  costs  if  the  $17  billion  we  are 
paying  out  in  subsidies,  some  $4  billion  to  guaranty  agencies  and 
others.  So  when  all  is  said  and  done,  it  is  still  much  cheaper  and 
much  more  efficient  to  move  into  direct  lending. 

Mr.  KORNFELD.  If  I  might  add  to  the  Secretary's  comments,  in 
addition,  we  now  spend  over  $1  billion  in  contracts  for  the  FFEL 
program.  We  also  now  have  in  Washington  alone  over  500  Govern- 
ment persons  who  support  the  FFEL  program, 

I  have  two  charts  which  I  think  very  clearly  depict  the  complex- 
ity of  the  present  system  we  are  in  as  compared  to  where  we  go, 
and  I  would  just  like  to  show  them  to  you  very  quickly,  Senator. 
And  although  admittedly,  I  do  not  think  there  is  any  coercion  on 
the  part  of  the  guaranty  agencies  or  the  lenders,  when  you  get  to 
the  point  where  you  look  at  what  is  going  to  happen  to  the  whole 
entity,  it  becomes  very  clear  that  the  lenders  have  a  lot  at  stake 
and  the  guaranty  agencies  have  a  lot  at  stake. 

For  example,  this  is  what  the  program  looks  like  today.  This  is 
the  problem.  Complexity  is  the  enemy.  There  is  no  question  this  is 
what  students  and  institutions  have  to  go  through  until  a  loan  is 
taken.  It  takes,  for  example,  7,500  lenders,  and  as  the  Secretary 
pointed  out,  in  the  next  5  years,  $17  billion  will  go  to  interest  and 
special  allowances  for  these  lenders. 

There  are  41  guaranty  agencies  out  there.  All  of  them  are  sup- 
ported by  the  Federal  Government.  The  fact  is  that  there  is  nega- 
tive incentive  to  collect.  These  agencies  will  probably  collect  close 
to  $1  billion  over  the  next  5  years  if  persons  go  into  default.  If  the 
persons  pay  their  loans  back,  they  get  nothing.  So  there  is  negative 
incentive  in  the  program. 

The  secondary  markets — there  are  90  of  them — have  issued  $16 
billion  of  tax  fees,  and  that  costs  the  taxpayers  $1  billion. 

This  is  what  the  program  looks  like,  and  this  is  part  of  the  prob- 
lem; as  I  said  before,  complexity  is  the  enemy.  If  you  compare  this 
chart  with  what  the  program  would  look  like — and  by  the  way,  500 
employees  work  for  this  program — but  if  we  went  to  100  percent, 
this  is  how  simple  the  program  would  be.  And  there  will  be  fewer 
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Government  employees  running  this  program,  and  there  will  also 
be  only  between  five  to  eight  contractors,  five  contractors,  who  will 
have  to  compete  for  the  business.  And  because  of  the  simplicity  of 
program,  the  competition  will  be  opened  up  to  all  kinds  of  compa- 
nies that  were  never  in  the  business  before,  because  this  is  more 
of  a  standard  kind  of  billing  system. 

I  spent  most  of  my  business  life  in  private  industry.  I  worked  for 
the  City  Corps.  And  I  must  tellyou,  when  I  look  at  this,  it  is  clear 
to  me  that  no  company,  be  it  General  Motors,  IBM,  you  name  it, 
can  manage  this  complexity.  It  is  just  too  complex.  The  GAO  has 
reported  to  Congress  year  after  year  that  the  system  is  broken. 

Ms.  KuNiN.  Thank  you.  Let  me  just  clarify  one  point — that  the 
$3  billion  contract  cost  is  over  5  years,  not  annually. 

Senator  Coats.  You  almost  got  off  the  panel  without  that  ques- 
tion being  asked,  and  you  were  obviously  hoping  it  would  be,  so  I 
am  glad  I  could  assist. 

Mr.  KoRNFELD.  I  was  waiting  for  it.  I  was  getting  very  nervous 
when  Senator  Jeffords  looked  like  he  was  going  to  acyourn. 

Senator  Coats.  I  am  glad  I  could  be  the  one  to  ask  that  question 
so  you  could  use  those  charts.  [Laughter.] 

Ms.  KUNEN.  Thank  you  for  your  assistance. 

Senator  Coats.  I  was  hoping  to  get  some  credit  this  morning. 

The  only  statement  I  would  leave  you  with  is  I  think  Mr.  Penner 
raised  some  legitimate  questions  relative  to  scoring,  relative  to 
equalizing  the  numbers  so  that  we  could  get  a  true  test  of  direct 
lending  versus  indirect  lending.  And  I  would  hope  the  committee 
would  look  at  those  as  we  evaluate  the  returns.  I  think  a  lot  of 
good  information  has  come  in  here  for  us  to  look  at.  But  I  do  think 
that  the  questions  on  the  administrative  cost  and  the  questions 
about  the  impact  on  the  borrowing  cost  to  the  United  States  Grov- 
ernment  are  legitimate,  and  we  ought  to  use  that  hopefully  in  a 
way  of  equalizing  the  data  so  that  we  can  make  a  valid  comparison, 
because  I  think  that  that  was  what  the  idea  of  a  demonstration 
program  was  all  about — to  make  a  valid  comparison. 

I  thank  you  both  for  your  testimony. 

Ms.  KUNEN.  Thank  you  very  much. 

Senator  Jeffords.  Thank  you,  Senator  Coats.  I  would  just  add 
that  we  have  got  to  take  a  look  eventually  at  the  long-term  impact 
in  the  next  century  of  this  program  versus  the  other  programs;  that 
is  a  question  that  does  worry  me. 

I  just  want  to  echo  Senator  Kennedy's  remarks,  that  I  am  sorry 
that  the  savings  are  not  getting  passed  on  to  the  students.  For  in- 
stance, the  loan  origination  fee,  which  came  about  because  of  the 
constraints  on  our  spending,  to  me  is  really  a  sad  development  in 
the  program,  and  I  hope  that  some  day,  those  savings  can  be  used 
to  do  away  with  that,  because  we  give  money  with  one  hand  and 
take  it  away  with  the  other.  Maybe  it  is  a  real  life  lesson,  but  that 
is  certainly  not  the  way  it  ought  to  be  done. 

Ms.  KuNiN.  It  was  reduced.  Senator,  as  you  know,  from  8  percent 
to  4  percent,  but  certainly,  that  is  something  that  Congress  can 
take  into  consideration  for  the  future,  and  we  would  be  very 
amendable  to  doing  that. 

Senator  Jeffords.  Any  further  questions? 

Senator  Simon.  Yes,  Mr.  Chairman,  just  one  follow-up. 
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First,  Senator  Harkin  has  a  statement  he  wants  to  enter  in  the 
record,  and  I  would  hope  the  record  could  be  kept  open  for  addi- 
tional questions  for  all  of  our  witnesses. 

Senator  Jeffords.  It  will  be  kept  open,  yes. 

[The  prepared  statement  of  Senator  Harkin  follows:] 

Prepared  Statement  of  Senator  Harkin 

Mr.  Chairman,  thank  you  for  convening  this  important  oversight 
hearing  to  examine  the  operation  of  the  Federal  Direct  Student 
Loan  Program.  I  hope  this  hearing  will  help  set  the  record  straight 
about  the  program  and  dispel  some  of  the  myths  about  it. 

I  would  also  like  to  thank  you  for  inviting  Earl  Bowling,the  Fi- 
nancial Aid  Director  from  Iowa  State  University  to  testify. 

The  Direct  Student  Loan  Program  is  in  its  first  year  of  operation 
with  104  schools  disbursing  direct  loans.  This  fall  the  program  will 
expand  from  5  percent  of  loan  volume  to  40  percent  it  is  important 
that  we  take  a  good  look  at  how  it  has  been  going. 

Over  the  past  several  months,  I  have  followed  the  experience  of 
Iowa  State  very  closely.  I  wanted  to  make  sure  that  the  promises 
we  made  to  schools  and  students  would  in  fact  be  realized.  I  want- 
ed know  if  the  program  would  be  simpler  for  students  and  easier 
for  schools  to  administer.  I  also  wanted  to  know  about  the  ability 
of  the  U.S.  Department  of  Education  to  run  this  new  program.  As 
we  will  hear  from  Earl  Bowling,  the  direct  loan  program  passes 
with  flying  colors. 

I  have  heard  about  little  glitches  here  and  there,  but  the  over- 
whelming number  of  reports  have  been  very  positive. 

I  want  to  express  my  sincere  appreciation  to  Secretary  Riley, 
Deputy  Kunin,  Leo  Kornfeld  and  otners  at  the  Department  for  a 
job  well  done.  While  many  more  challenges  lie  ahead,  I  am  con- 
fident that  the  Department  will  continue  its  good  work,  unless  im- 
peded by  Congress. 

It  appears  that  the  greatest  concerns  about  the  direct  loan  pro- 
gram is  whether  or  not  Congress  will  significantly  change  or  scrap 
it.  I  sincerely  hope  that  will  not  happen. 

Mr.  Chairman,  thank  you  for  convening  this  hearing.  I  look  for- 
ward to  the  testimony. 

Senator  Simon.  Then  just  one  comment  and  a  question.  I  would 
agree  with  Senator  Kennedy  and  Senator  Jeffords  in  terms  of  the 
savings.  Frankly,  I  hope  we  can  do  more  in  the  area  of  direct 
grants  to  students.  That  really  is  needed.  If  we  can  have  direct 
lending  and  then  also  have  direct  grants,  I  think  we  can  have  a 
very  healthy  program;  I  hope  that  eventually,  that  will  happen. 

Just  to  follow  up  on  Senator  Coats'  last  comment,  your  testimony 
is  that  you  save  $8  per  $100  loaned  under  the  direct  lending  pro- 
gram. Assuming  that  Rudy  Penner  is  correct — and  like  you  said, 
you  are  not  willing  to  make  that  assumption,  nor  am  I — but  assum- 
ing that  he  is  correct  that  that  figure  has  to  be  cut  in  half,  that 
is  a  saving  of  $4  per  $100. 

Ms.  Kunin.  Right. 

Senator  Simon.  Now,  in  the  next  5  years,  my  understanding  is 
that  you  are  likely  to  have  about  $165  billion  in  loans;  is  that  cor- 
rect? 

Ms.  Kunin.  That  is  right. 
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Senator  Simon.  So  that  even  if  you  use  the  Penner  figures,  when 
you  look  at  $165  billion,  you  are  talking  about  very  significant  sav- 
ings for  the  Federal  Government,  aren't  you? 

Ms.  KUNIN.  That  is  absolutely  right.  Senator;  no  matter  how  you 
slice  it,  we  come  out  ahead. 

Senator  Simon.  All  right.  I  knew  you  would  appreciate  those  soft- 
ball  questions. 

Senator  Jeffords.  You  are  good  at  them,  Senator. 

Senator  SiMON.  I  thank  you  both  very  much  for  your  testimony, 
and  I  thank  you,  Mr.  Chairman. 

Ms.  KUNIN.  Thank  you. 

Senator  Jeffords.  Senator  Kennedy. 

Senator  Kennedy.  Thank  you  very  much. 

Senator  Jeffords.  Thank  you,  Madam  Secretary.  You  did  an  ex- 
cellent job,  and  it  is  always  good  to  hear  from  you. 

Ms.  KUNIN.  It  is  nice  to  testify  before  a  fellow  Vermonter  as  well. 
Thank  you. 

Senator  Jeffords,  Next  is  our  final  panel — and  incidentally,  for 
your  information,  I  intend  to  go  right  on  through  until  we  are  fin- 
ished with  this  panel;  there  will  be  no  lunch  break. 

The  first  witness  on  this  panel  will  be  Mr.  James  Belvin,  who  is 
director  of  financial  aid  at  Duke  University  in  Durham,  NC.  Also 
testifying  will  be  Mr.  Donald  Honeman,  who  is  director  of  financial 
aid  at  the  University  of  Vermont  in  Burlington,  VT.  In  addition,  he 
serves  on  a  number  of  distinguished  boards  of  education. 

The  next  witness  will  be  introduced  by  Senator  Coats. 

Senator  Coats.  Thank  you  very  much,  Mr.  Chairman. 

I  am  very  pleased  to  introduce  Joe  Russo,  who  has  been  very 
helpful  to  us  in  explaining  how  the  program  works  and,  in  some 
cases,  does  not  work.  His  judgment  on  higher  education  issues,  not 
just  this  one,  but  many  other  higher  education  issues,  has  been 
very  helpful  to  me  and  helpful  to  our  office.  Mr.  Russo  comes  to 
this  hearing  with  30  years  of  experience  in  financial  aid  and  has 
served  as  director  of  Notre  Dame's  financial  aid  office  for  the  last 
17  years.  So  I  want  to  welcome  him  here  today  and  thank  him  for 
his  willingness  to  participate. 

Senator  Jeffords.  Also  testifying  will  be  Mr.  Earl  Dowling,  who 
serves  as  director  of  financial  aid  at  Iowa  State  University  in 
Ames.  Mr.  Dowling  has  served  in  that  position  since  1987. 

And  our  last  witness  will  be  Mr.  Larry  Tait,  who  is  a  student  and 
the  president  of  the  Student  Government  Association  at  Florida 
A&M  University  in  Tallahassee,  FL. 

Welcome  to  you  all.  It  is  a  pleasure  to  have  you  here. 

Mr.  Russo,  why  don't  you  go  first? 
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STATEMENTS  OF  JOSEPH  A.  RUSSO,  DIRECTOR  OF  FINANCIAL 
AID,  NOTRE  DAME  UNIVERSITY,  NOTRE  DAME,  EL;  JA1\IES  A. 
BELVIN,  DIRECTOR  OF  FINANCIAL  AID,  DUKE  UNIVERSITY, 
DURHAM,  NC;  DONALD  M.  HONEMAN,  DIRECTOR  OF  FINAN- 
CIAL AID,  UNIVERSITY  OF  VERMONT,  BLTILINGTON,  VT; 
EARL  E.  DOWLLNG,  DIRECTOR  OF  FINANCIAL  AID,  IOWA 
STATE  UNIVERSITY,  AMES,  lA;  AND  LARRY  TAIT,  PRESIDENT, 
STUDENT  GOVERNMENT  ASSOCIATION,  FLORIDA  A&M  UNI- 
VERSITY, TALLAHASSEE,  FL 

Mr.  Russo.  Good  morning,  and  thank  you  all  for  inviting  me  to 
participate  in  this  very  important  Senate  hearing  on  the  topic  of 
direct  lending. 

I  come  to  you  today  with  30  years  of  experience  as  a  financial 
aid  administrator,  the  last  17  of  which  have  been  at  the  University 
of  Notre  Dame  as  its  director.  Over  the  last  few  years,  I  have  also 
been  active  in  a  number  of  discussions  related  to  student  loan  re- 
form. 

From  the  earliest  discussions  on  this  issue  of  loan  reform,  I  have 
been  very  supportive  of  the  need  for  change.  The  goals  of  the  direct 
loan  program  have  been  consistent  with  those  for  which  I  have 
worked.  These  include  simplicity,  efficiency,  reduced  cost,  standard- 
ization and  integrity. 

After  many  successful  years  of  providing  millions  of  borrowers 
with  billions  of  dollars  of  help,  the  student  loan  delivery  system 
had  become  extremely  cumbersome.  In  some  instances,  other  prob- 
lems related  to  integrity  also  became  matters  of  serious  concern. 

Although  the  program  I  began  to  oversee  in  1978  at  Notre  Dame 
was  exemplary  in  terms  of  integrity,  I  learned  very  quickly  that 
there  were  many  challenges  involved  for  an  office  which  was  at- 
tempting to  serve  what  is  truly  a  national  student  body.  Every 
year,  there  are  50  States  represented  among  our  students.  Along 
with  this  diversity  came  as  many  different  application  forms  as 
there  were  State  agencies.  Each  State  worked  with  numerous  lend- 
ers. Because  of  all  these  players,  there  was  a  large  range  of  form 
designs,  data  elements,  policies,  procedures,  and  later,  software  dif- 
ferences. 

In  the  meantime,  the  advances  in  technology  were  being  incor- 
porated into  the  student  loan  program  of  a  few  of  the  larger  agen- 
cies and  national  lenders.  Because  of  the  extremely  labor-intensive 
and  confusing  problems  for  our  office,  I  sought  a  new  way.  I  want- 
ed a  process  that  was  standardized,  efficient,  simpler,  would  reduce 
my  administrative  costs,  and  would  take  advantage  of  the  fast- 
moving  technology. 

I  aggressively  surveyed  our  institution's  largest  national  lenders 
and  likewise  made  arrangements  to  pilot  test  some  exciting  new 
software  made  available  by  one  of  our  country's  national  guaran- 
tors. In  the  first  year,  only  new  borrowers  would  be  directed  into 
this  new  way  of  doing  things. 

Data  from  a  common  form  was  electronically  transmitted  to  a 
guarantee  and  the  approval  was  received  the  next  day.  Lenders 
who  were  selected  to  participate  were  expected  to  produce  quality 
results  and  would  be  regularly  evaluated  for  service.  This  service 
included  origination,  in-school  considerations,  and,  equally  impor- 
tant to  us,  the  quality  of  loan  servicing. 
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The  pilot  project  was  immensely  successful  and  was  phased  in 
over  a  period  of  years.  Constantly  improving  technology  has  made 
this  process  even  better  and  continues  to  do  so  even  as  we  speak. 
Over  85  percent  of  our  undergraduates  now  participate. 

The  direct  loan  competition  has  been  wonderful  in  respect  to  ac- 
celerating these  improvements  for  our  borrowers  and  our  institu- 
tion. Changes  that  have  been  created  by  the  competition  of  the  di- 
rect loan  program  will  soon  allow  virtually  any  loan  now  received 
on  a  common  application  form,  from  any  lender  or  any  guarantor, 
to  be  processed  through  one  procedure.  Much-needed  reform,  ac- 
complished by  our  own  efforts  several  years  prior  to  the  direct  loan 
initiative,  is  now  being  achieved  on  a  national  basis. 

Without  question,  not  all  of  former  players  will  be  able  to  partici- 
pate in  this  new  world.  This  will  include  many  lenders  and  prob- 
ably a  number  of  guarantors.  The  economies  of  scale,  the  cost  of 
technology,  and  perhaps  other  reasons  will  probably  continue  to  re- 
duce these  numbers.  But  the  bottom  line  is  that  loan  reform  under- 
taken here  and  by  a  few  institutions  working  aggressively  with  the 
loan  industry  is  now  occurring  on  a  widespread  basis. 

This  is  not  to  suggest  that  all  is  perfect.  More  work  is  needed  in 
the  industry,  and  at  least  some  of  this  can  be  promoted  by  im- 
proved policymaking  and  support  from  Congress  and  the  Depart- 
ment of  Education. 

The  big  question  before  us  today  asks  which  of  these  two  pro- 
grams is  better.  In  my  opinion,  the  answer  is  far  from  clear.  Con- 
tinuing reforms  in  the  FFELP  are  still  needed,  yet  many  questions 
remain  unanswered  on  the  direct  loan  side.  As  public  policymakers, 
it  would  seem  that  any  precipitous  move  in  one  direction  or  the 
other  would  be  premature  at  best  and  filled  with  serious  uncer- 
tainty. 

In  addition  to  the  agreed-upon  goals  referred  to  earlier — that  is, 
simplicity,  cost  reduction,  standardization  and  integrity — it  would 
seem  that  wisdom  and  vision  essential  to  good  policy  would  also  re- 
quire that  a  program  provide  stability,  quality  of  service,  and  con- 
trol. Let  us  examine  each  of  these  issues  a  bit  further. 

The  Department  of  Education  has  worked  extremely  hard  to  es- 
tablish a  fairly  well-run  first  year  direct  loan  program.  Given  the 
very  limited  preparation  time  and  the  immense  amount  of  work  in- 
volved, the  Department  is  to  be  highly  commended.  Accolades  are 
also  to  be  given  to  the  104  first  year  schools  which  courageously 
ventured  out  into  this  new  world.  From  all  reports  issued  by  the 
Department,  the  front  end  of  the  direct  loan  first  year  experience 
seems  to  be  a  great  success. 

However,  will  the  Department  be  able  to  support  the  massive 
volume  involved  in  a  full  blown  program?  Why  would  one  want  to 
proceed  so  quickly  down  this  road,  with  no  safeguards  or  safety 
nets,  when  so  many  questions  regarding  administrative  capability 
remain  untested? 

The  104  first  year  schools  wanted  to  be  in  the  program  and  were 
apparently  capable  of  administering  it.  Will  this  be  the  case  for  100 
percent  oi  the  institutions? 

What  is  even  more  of  a  concern  for  public  policymakers  should 
be  the  issue  of  the  quality  of  service.  This  is  a  major  concern  not 
only  for  the  front  end  origination  process  for  thousands  of  schools 
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and  billions  of  dollars  annually;  it  is  perhaps  even  more  of  a  con- 
cern for  the  billing  and  collecting  side  of  the  program.  What  will 
the  quality  of  service  provided  by  the  Government  contractor  be? 
What  might  be  the  consequences  to  the  default  costs  to  the  tax- 
payer, the  good  credit  rating  of  borrowers,  and  at  least  for  some  of 
us,  the  impact  on  alumni  relations  for  loans  which  are  not  properly 
serviced?  Should  not  this  servicing  issue  be  evaluated  a  little  more 
before  we  move  our  entire  program  into  this  new,  yet  to  be  defined, 
let  alone  tested,  world? 

The  competition  between  the  two  programs  has  been  great  for 
borrowers,  schools  and  taxpayers.  Why  would  we  not  want  to  more 
fully  test  and  challenge  both  programs  more  thoroughly  and  delib- 
erately? What  is  the  rush,  especially  given  the  significant  reforms 
and  improvements  being  generated?  An  even  playing  field  would 
allow  this  important  evaluation  process  to  continue  as  originally 
envisioned  by  Congress. 

Would  an  entirely  Government- run  program,  without  this  careful 
evaluation,  be  the  best  way  to  proceed?  There  would  be  no  competi- 
tion, no  opportunity  to  compare  programs,  and  a  program  totally 
in  control  of  a  Department  whose  administrative  capability  is  sus- 
pect, especially  on  the  yet  to  be  tested  servicing  side. 

Who  would  be  in  control?  Will  problems  be  more  easily  resolved 
by  long-distance  contractors  or  by  campus  administrators,  working 
in  new  ways  with  lenders  and  guarantors,  which  have  much  at 
stake?  In  one  scenario,  I  have  at  least  some  flexibility  and  control, 
based  on  constant  evaluation  of  quality  of  services  provided,  who 
will  be  my  lender,  guarantor,  and  servicer.  In  the  other,  the  control 
is  as  good  as  that  provided  by  a  Grovernment  agency  or  low  bid, 
possibly  changing,  contractor. 

There  are  other  issues  which  still  remain  in  question.  From  the 
beginning  of  this  discussion,  the  projected  cost  savings  for  direct 
loans  have  been  remarkably  varied,  even  from  the  same  Govern- 
ment agencies. 

Further  complicating  the  fair  evaluation  process  is  the  problem 
of  how  these  savings  are  to  be  scored  in  the  budget  process.  The 
expense  evaluation  process  should  require  the  same  definitions  and 
measurements  in  calculating  the  cost  of  loan  defaults.  Exactly  what 
a  defaulted  loan  will  be  in  the  direct  loan  program  is  still  not  per- 
fectly clear  to  me  at  least.  Indeed,  there  may  also  be  several  still 
unanswered  questions  about  the  direct  loan  repayment  options 
which  may  be  in  need  of  further  review.  At  a  bare  minimum,  there 
should  be  at  least  a  clear  understanding  as  to  the  still  unanswered 
questions  regarding  cost  before  proceeding  with  a  full  blown  pro- 
gram. 

Finally,  let  me  conclude  with  some  observations  about  issues 
which  relate  to  student  loans  in  general.  There  is  a  growing  con- 
cern among  families  about  the  extent  of  indebtedness  which  many 
of  our  borrowers  will  be  facing.  Loan  consolidation  may  be  the  an- 
swer for  some,  including  those  who  aspire  to  lower-paying,  socially 
conscious  careers.  However,  the  first  piece  of  information  we  pro- 
vide our  departing  borrowers  in  the  exit  interview  process  is  a  dis- 
cussion as  to  why  they  should  not  want  to  consolidate  their  loans. 

Another  serious  concern  in  need  of  your  review  is  the  virtually 
unlimited    and    unconstrained    borrowing    limits    currently    being 
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made  available  through  the  PLUS  program  for  parents.  Except  for 
a  poor  credit  rating  check,  no  provisions  for  reviewing  the  actual 
ability  of  parents  to  repay  these  loans  is  required,  according  to 
statute.  Is  such  a  policy  encouraging  unnecessary  borrovsdng?  Will 
these  parents  be  able  to  make  the  payments  involved?  Will  institu- 
tions be  encouraged  to  increase  their  costs  as  a  result  of  this  liberal 
f)olicy?  What  are  the  signals  we  are  sending  to  our  younger  fami- 
ies  about  the  need  to  plan,  save,  and  sacrifice  for  their  children's 
education?  What  will  the  institution's  default  rate  become  for 
PLUS  down  the  road?  What  will  the  cost  to  taxpayers  become? 

These  may  be  questions  worthy  of  serious  review  by  policy- 
makers. 

Of  equal  concern,  but  fortunately,  currently  not  a  widespread 
practice  in  the  loan  industry,  is  the  overly  aggressive  marketing 
practices  being  employed  by  a  restricted  number  of  PLUS  lenders. 
It  would  be  in  the  best  interest  of  the  loan  industry  to  create  its 
own  self-regulating  expectations  in  this  regard.  If  not,  this  may 
have  to  become  a  matter  for  closer  scrutiny  at  this  level. 

My  final  remarks  may  perhaps  be  the  most  important  for  you  to 
hear  today.  They  again  relate  to  a  broader  concern  being  expressed 
by  many  in  higher  education,  and  they  relate  to  the  incredible  ad- 
ministrative burden  being  imposed  by  both  statute  and  especially 
regulations. 

The  need  to  control  fraud  and  abuse  is  very  apparent.  However, 
the  problem  should  be  readily  identifiable  by  an  organization's  per- 
formance record.  For  those  whose  records  do  not  meet  certain 
standards,  regulations  should  be  expected.  For  those  with  exem- 
plary records,  there  should  be  immediate  relief.  These  standards 
could  include  loan  default  rates,  graduation  and  placement  rates, 
Government  audits  and  program  reviews  ,and  fiscal  stability. 

This  is  not  necessarily  to  suggest  that  such  poor-performance  in- 
stitutions should  be  terminated  from  participating  or  closed  down. 
It  would,  however,  expect  that  all  or  even  stricter  regulations  be  re- 
quired of  them.  On  the  other  hand,  an  institution  with  a  very  low 
default,  high  graduation  rates,  successful  alumni,  clean  audits  and 
strong  financially,  should  be  relieved  of  many  of  these  burdens. 
This  is  a  great  example  of  the  need  for  regulatory  reform. 

I  again  want  to  express  my  appreciation  for  this  very  special  op- 
portunity to  contribute  to  these  discussions.  The  challenge  before 
us  is  an  important  one  for  our  country.  I  commend  you  for  seeking 
the  input  from  a  practitioner  such  as  myself,  and  I  would  be 
pleased  to  attempt  to  respond  to  any  questions,  and  I  apologize  for 
going  over.  Senator. 

Senator  Jeffords.  Thank  you,  Mr.  Russo. 

[The  prepared  statement  of  Mr.  Russo  follows:] 

Prepared  State.ment  ok  Joseph  A.  Russo 

Good  morning  and  thank  you  for  inviting  me  to  participate  in  this  very  important 
Senate  hearing  on  the  topic  of  Direct  Lending.  I  come  to  you  today  with  30  years 
experience  as  a  financial  aid  administrator,  the  last  17  of  which  have  been  as  Direc- 
tor of  Financial  Aid  at  the  University  of  Notre  Dame.  Over  the  last  few  years,  I 
have  also  been  active  in  a  number  of  discussions  related  to  student  loan  reform.  Fi- 
nally, I  might  add  that  as  a  student,  I  was  able  to  continue  my  education  because 
of  the  support  made  available  through  government  sponsored  student  loans.  The  re- 
marks I  make  before  you  today  are  my  own  and  do  not  necessarily  represent  the 
University  for  which  I  work. 
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From  the  earliest  discussions  on  the  issue  of  loan  reform,  I  have  been  very  sup- 
portive of  the  need  for  change.  The  goals  of  the  Direct  Loan  program  have  been  con- 
sistent with  those  for  which  I  have  worked.  These  included  simplicity  and  efficiency, 
reduced  cost,  standardization,  and  integrity.  After  many  successful  years  of  provid- 
ing millions  of  borrowers  with  billions  of  dollars  of  help,  the  student  loan  delivery 
system  had  become  extremely  cumbersome.  In  some  instances,  other  problems  relat- 
ed to  integritv  also  became  matters  of  serious  concern. 

Although  the  program  I  began  to  over-see  in  1978  at  Notre  Dame  was  exemplary 
in  terms  of  integrity  issues,  I  learned  very  quickly  that  there  were  many  challenges 
involved  for  an  office  which  was  attempting  to  serve  what  is  truly  a  national  student 
body.  Every  year  there  are  50  states  represented  In  our  student  body.  Along  with 
this  diversity  came  as  many  different  forms  as  there  were  state  agencies.  Each  state 
worked  with  numerous  lenders.  Because  of  all  these  players,  there  was  a  lai^e 
range  of  form  designs,  data  elements,  policies,  procedures,  and  later  software  dif- 
ferences. For  example,  some  states  limited  the  amount  that  a  student  could  borrow 
if  they  did  not  study  in-state.  Others  had  absolute  academic  requirements  which 
were  not  always  consistent  with  the  institution's  policies,  thus  requiring  special 
handling.  Still  others  had  special  disbursement  arrangements.  The  reasons  for  these 
differences  were  probably  all  explainable.  In  most  institutions  dealing  with  pri- 
marily in-state  students,  the  challenges  were  perhaps  not  as  obvious. 

In  the  meantime,  the  advances  in  technology  were  being  incorporated  into  the  stu- 
dent loan  programs  of  a  few  of  the  larger  agencies  and  national  lenders. 

Because  of  the  extremely  labor  intensive  and  confusing  problems  for  our  office,  I 
sought  a  new  way.  I  wanted  a  process  that  was  standardized,  efficient,  simpler, 
would  reduce  my  administrative  costs,  and  would  take  advantage  of  the  fast  moving 
technology. 

I  aggressively  surveyed  our  institution's  largest  national  lenders  and  likewise 
made  arrangements  to  pilot  test  some  exciting  new  software  made  available  by  one 
of  our  country's  national  guarantors.  In  the  first  year  only  new  borrowers  would  be 
directed  to  this  new  way  of  doing  things.  Data  from  a  common  form  was  electroni- 
cally transmitted  to  the  guarantor  and  the  approval  was  received  the  next  day. 
Lenders  who  were  selected  to  participate  were  expected  to  produce  quality  results 
and  would  be  regularly  evaluated  for  service.  This  service  included  origination,  in- 
school  considerations,  and  equally  important  to  us,  the  quality  of  loan  servicing. 

The  pilot  project  was  immensely  successful  and  was  phased  in  over  a  period  of 
years.  Constantly  improving  technology  has  made  this  process  even  better  and  con- 
tinues to  do  so,  even  as  we  speak.  Over  85%  of  our  undergraduate  borrowers  now 
participate.  Lenders  who  have  not  kept  up  their  service  have  been  removed  from 
our  preferred  list.  Others  whose  quality  ol  service  have  met  our  expectations  have 
been  added. 

The  Direct  Loan  competition  has  been  wonderful  in  respect  to  accelerating  these 
improvements  for  our  borrowers  and  our  institution.  Changes  being  created  by  the 
competition  of  the  Direct  Loan  program  will  soon  allow  virtually  any  loan,  now  re- 
ceived on  a  common  application  form,  from  any  lender  and  any  guarantor,  to  be 
firocessed  through  one  procedure.  Much  needed  reform,  accomplished  by  our  own  ef- 
orts  several  years  prior  to  the  Direct  Loan  initiative,  is  being  achieved  on  a  na- 
tional basis.  Without  question,  not  all  of  the  former  players  will  be  able  to  partici- 
pate in  this  new  world.  This  will  include  many  lenders  and  probably  a  number  of 
guarantors.  The  economies  of  scale,  the  cost  of  technology,  and  perhaps  other  rea- 
sons will  probably  continue  to  reduce  these  numbers. 

But  the  bottom  line  is  that  loan  reform,  undertaken  here  and  there  by  a  few  insti- 
tutions working  aggressively  with  the  loan  industry,  is  now  occurring  on  a  wide- 
spread basis.  This  is  not  to  suggest  that  all  is  perfect.  More  work  is  needed  in  the 
industry  and  at  least  some  of  this  can  be  promoted  by  improved  policy  making  and 
support  from  Congress  and  the  Department  of  Education. 

The  big  question  before  us  today  asks  which  of  these  two  programs  is  better.  In 
my  opinion,  the  answer  is  far  from  clear.  Continuing  reforms  in  the  FFELP  are  still 
needed  yet  many  questions  remain  unanswered  on  the  Direct  Loan  side.  As  public 
policymakers  it  would  seem  that  any  precipitous  move,  in  one  direction  or  the  other, 
would  be  premature  at  best  and  filled  with  serious  uncertainty  at  the  other  extreme. 
In  addition  to  the  agreed  upon  goals  referenced  earlier,  i.e.  simplicity,  cost  reduc- 
tion, standardization,  and  integrity,  it  would  seem  that  the  wisaom  and  vision  es- 
sential to  good  policy  would  also  require  that  a  program  provide  stability,  quality 
of  service,  and  control.  Let  us  examine  each  of  these  issues  a  bit  more. 

The  Department  of  Education  has  worked  extremely  hard  to  establish  a  fairly  well 
run,  first  year  Direct  I^an  program.  Given  the  very  limited  preparation  time  and 
the  immense  amount  of  work  involved,  the  Department  is  to  be  highly  commended. 
Accolades  are  also  to  be  given  to  the  104  first  year  schools  which  courageously  ven- 
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tured  out  Into  this  new  world.  From  all  reports  issued  by  the  Department,  the  front 
end  of  the  Direct  Loan  first  year  experience  seems  to  be  a  great  success.  However, 
will  the  Department,  whose  track  record  in  administering  far  less  responsibility  in 
the  past  in  a  less  than  exemplary  manner,  be  able  to  support  the  massive  volume 
involved  in  a  full  blown  program/  Why  would  one  want  to  proceed  so  quickly  down 
this  road,  with  no  safeguards  or  safety  nets,  when  so  many  questions  regarding  ad- 
ministrative capability  remain  untested?  The  104  first  year  schools  wanted  to  oe  in 
the  program  and  were  apparently  capable  of  administering  it.  Will  this  be  the  case 
for  100%  of  the  Institutions? 

What  is  even  more  of  a  concern  for  public  policy  makers  should  be  the  issue  of 
quality  of  service.  This  is  a  major  concern  not  only  for  the  front  end  origination  proc- 
ess for  thousands  of  schools  and  billions  of  dollars  annually;  it  is  perhaps  even  more 
of  a  concern  for  the  billing  and  collecting  side  of  the  program.  What  will  be  the  qual- 
ity of  service  provided  by  the  low  bid  government  contractor?  What  might  be  the 
consequences  to  the  default  costs  to  the  taxpayer,  the  good  credit  rating  of  borrow- 
ers, and,  at  least  for  some  of  us,  the  impact  on  alumni  relations  for  loans  which  are 
not  properly  serviced?  Should  not  this  servicing  issue  be  evaluated  a  little  more  be- 
fore we  move  our  entire  program  into  this  new,  yet  to  be  defined  let  alone  tested, 
world? 

The  competition  between  the  two  programs  has  been  great  for  borrowers,  schools, 
and  taxpayers.  Why  would  we  not  want  to  more  fully  test  and  challenge  both  pro- 
grams more  thoroughly  and  deliberately?  What  is  the  rush,  especially  given  the  sig- 
nificant reforms  and  improvements  being  generated?  An  even  playing  field  would 
allow  this  important  evaluation  process  to  continue,  as  originally  envisioned  by  Con- 
gress. 

Would  an  entirely  government  run  program,  without  this  careful  evaluation,  be 
the  best  way  to  proceed?  There  would  be  no  competition,  no  opportunity  to  compare 
programs,  and  a  program  totally  in  control  of  a  Department  whose  aaministrative 
capacity  is  suspect,  especially  on  the  yet  to  be  tested  servicing  side.  Who  would  be 
in  control?  Will  problems  be  more  easily  resolved  by  long  distance  contractors  or  by 
campus  administrators,  working  in  new  ways  with  lenders  and  guarantors,  which 
have  much  at  stake?  In  one  scenario,  I  have  at  least  some  control,  based  upon  con- 
stant evaluation  of  quality  of  services  provided,  who  will  be  my  lender,  guarantor, 
and  servicer.  In  the  other,  the  control  is  as  good  as  that  provided  by  a  government 
agency  or  low  bid,  possibly  changing  contractor. 

There  are  other  issues  which  still  remain  in  question.  From  the  beginning  of  this 
discussion,  the  projected  cost  savings  for  Direct  Loans  have  been  remarkably  varied, 
even  from  the  same  government  agencies.  Further  complicating  the  fair  evaluation 

Frocess  is  the  problem  of  how  these  savings  are  to  be  "scored"  in  the  budget  process, 
am  not  an  economist  nor  an  accountant.  But  why  can't  this  evaluation  oi  cost  be 
done  in  a  simple  way  which  measures  the  full  costs  of  one  program  in  a  given  year 
in  the  same  exact  manner  that  these  costs  are  measured  for  the  other  program  in 
the  same  year?  I  would  hope  that  policy  makers  can  demand  such  a  criterion.  I 
would  think  that  our  citizens  do! 

The  expense  evaluation  process  should  also  require  the  same  definitions  and 
measurements  in  calculating  the  cost  of  loan  defaults.  Exactly  what  a  defaulted  loan 
will  be  in  the  Direct  Loan  program  is  still  not  perfectly  clear  to  me,  at  least.  Indeed, 
there  may  also  be  several  still  unanswered  questions  about  the  Direct  Loan  repay- 
ment options  which  may  be  in  need  of  further  review.  At  a  base  minimurn,  there 
should  oe  a  clear  understanding  as  to  the  still  unanswered  questions  regarding  cost 
before  proceeding  with  a  full  blown  program. 

Finally,  let  me  conclude  with  some  ohservations  about  issues  which  relate  to  stu- 
dent loans  in  general.  There  is  a  growing  concern  among  many  families  about  the 
extent  of  indebtedness  which  many  of  our  borrowers  will  be  facing.  Loan  consolida- 
tion may  be  the  answer  for  some,  Including  those  who  aspire  to  lower  paying,  so- 
cially conscious  careers.  However,  the  first  piece  of  information  we  provide  our  de- 
parting borrowers  in  the  exit  interview  process  is  reasons  why  they  would  not  want 
to  consolidate  the  loans.  Yet  the  decrease  in  government  supported  grant  programs 
for  needy  students  may  leave  these  individuals  with  little  or  no  choice  in  borrow- 
ing...and  then  perhaps  little  or  no  option  in  career  or  loan  consolidation  choices. 

Another  serious  concern  in  need  of  your  review  is  the  virtually  unlimited  and  un- 
constrained borrowing  limits  currently  made  available  through  the  PLUS  program 
for  parents.  Except  for  a  poor  credit  rating  check,  no  provision  for  reviewing  the  ac- 
tual ability  of  parents  to  repay  these  loans  is  reauirea,  according  to  statute.  Is  such 
a  policy  encouraging  unnecessary  borrowing?  Will  these  parents  oe  able  to  make  the 
payments  involved?  Will  institutions  be  encouraged  to  increase  their  costs  as  a  re- 
sult of  this  liberal  policy?  What  are  the  signals  we  are  sending  to  younger  families 
about  the  need  to  plan,  save,  and  sacrifice  for  their  children's  education?  What  will 
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the  institution's  default  rate  become  for  PLUS  down  the  road?  What  will  the  cost 
to  taxpayers  become?  These  may  be  questions  worthy  of  serious  review  by  policy 
makers. 

Of  equal  concern,  but  fortunately  currently  not  a  widespread  practice  in  the  loan 
industry,  is  the  overly  aggressive  marketing  practices  being  employed  by  a  re- 
stricted number  of  PLUS  lenders.  It  would  be  in  the  best  interest  of  the  loan  indus- 
try to  create  its  own  self-regulating  expectations  in  this  regard.  If  not,  this  may 
have  to  become  a  matter  for  closer  scrutiny  at  this  level. 

My  final  remarks  may  perhaps  be  the  most  important  for  you  to  hear  today.  They 
again  relate  to  a  broader  concern  being  expressed  by  many  in  higher  education  and 
they  relate  to  the  incredible  administrative  burden  being  imposed  by  both  statute 
and  especially  regulations.  The  need  to  control  fraud  and  abuse  is  very  apparent. 
However,  the  problems  should  be  readily  identifiable  by  an  organization's  perform- 
ance record.  For  those  whose  records  do  not  meet  certain  standards,  regulations 
should  be  expected.  But  for  those  with  exemplary  records,  there  should  be  imme- 
diate relief.  These  standards  could  Include  default  rates,  graduation  and  placement 
rates,  government  audits  and  program  reviews,  and  fiscal  stability.  This  is  not  nec- 
essarily to  suggest  that  such  Institutions  should  be  terminated  from  participating 
or  closed  down.  It  would,  however,  expect  that  all  or  even  stricter  regulations  be 
required  of  them.  On  the  other  hand,  an  institution  with  a  very  low  default,  high 
graduation  rates,  successful  alumni,  clean  audits,  and  strong  financially,  should  be 
relieved  of  many  of  these  burdens.  This  is  a  great  example  of  the  need  for  regulatory 
reform. 

I  very  much  again  want  to  express  my  appreciation  for  this  very  special  oppor- 
tunity to  contribute  to  these  discussions.  The  challenge  before  us  is  an  important 
one  for  our  country.  I  commend  you  for  seeking  the  input  from  a  practitioner  such 
as  myself.  I  would  be  pleased  to  attempt  to  respond  to  any  questions  you  may  have. 

Senator  Jeffords.  Mr.  Belvin. 

Mr.  Belven.  Good  morning.  I  am  pleased  to  have  the  opportunity 
to  participate  in  this  committee's  important  discussions  about  the 
student  loan  programs  on  which  students  at  Duke  and  around  the 
country  increasingly  depend. 

Before  directing  my  attention  specifically  to  the  issue  of  Federal 
loans,  I  would  like  to  take  this  opportunity  to  plug  Title  IV  student 
aid  programs.  Unlike  many  Government  programs.  Federal  work, 
grant,  and  loan  programs  require  matching  funds,  they  limit  each 
participant's  period  of  eligibility,  and  they  require  monitored 
progress  toward  a  specified  goal.  The  result  is  a  partnership,  a 
partnership  that  works,  that  includes  parents  and  includes  par- 
ents. 

This  partnership  helps  make  possible  the  education  of  our  lead- 
ers, improves  quality  of  life  for  our  people,  and  ultimately  returns 
far  more  dollars  to  the  Federal  Treasury  in  the  form  of  increased 
taxes  generated  by  higher  incomes  of  college  graduates. 

A  careful  examination  reveals  that  Title  IV  Federal  funds  rep- 
resent an  exceptional  investment  for  our  security  and  result  in  a 
bootstrap  program  that  makes  an  enormous  difference  in  the  lives 
of  our  young  people. 

That  is  the  end  of  my  plug. 

Financial  aid  has  changed  a  great  deal  during  my  year's  at  Duke. 
I  entered  the  aid  business  2  years  before  Congress  passed  the  Mid- 
dle Income  Assistance  Act,  a  very  short-lived  program  known  as 
MISSA.  Federal  support  of  higher  education  financial  aid  programs 
has  changed  drastically  during  the  intervening  years. 

When  I  entered  the  financial  aid  profession,  the  watchwords 
were  "choice"  and  "access."  Aid  was  intended  to  provide  capable 
students  with  access  to  higher  education  and  a  choice  of  institu- 
tions. 
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Congress  and  our  colleges  and  universities  shared  a  commitment 
that  students  should  have  the  opportunity  to  attend  the  school  that 
provided  them  with  the  opportunity  to,  as  the  army  says  in  its  ads, 
"Be  all  you  can  be." 

Duke  University,  I  am  pleased  to  say,  is  one  of  a  declining  num- 
ber of  institutions  that  remain  committed  to  the  proposition  that 
ability  to  pay  should  not  be  a  barrier  for  capable  students  to  enroll 
in  the  college  of  their  choice.  In  this  regard,  Duke  admits  students 
based  upon  an  assessment  of  their  academic  potential,  regardless 
of  their  ability  to  pay  our  tuition  and  fees. 

Once  our  students  are  selected,  Duke  commits  to  meet  100  per- 
cent of  their  demonstrated  financial  need  during  the  4  years  of 
their  enrollment. 

Duke's  continuing  commitment  to  access  based  on  academic  rath- 
er than  financial  criteria  is  I  think  extraordinary  for  two  reasons, 
one,  perhaps  obvious,  and  one  perhaps  not  so  obviously. 

The  obvious  reason  is  cost.  Financial  aid  is  our  most  quickly 
growing  institutional  budget  item.  The  second  and  less  obvious  rea- 
son, I  would  ask  if  we  could  keep  between  ourselves,  and  that  is 
that  Duke  really  does  not  need  my  office  to  fill  its  class.  They  could 
in  fact  close  down  the  financial  aid  office  and  do  very  well  each 
year  in  enrolling  a  very  bright  class  of  students  who  could  pay.  We 
could  save  our  resources. 

That  is  not  the  point.  Enrolling  a  student  body  consisting  exclu- 
sively of  bright,  well-to-do  students  is  not  our  goal.  Financial  aid 
at  Duke  serves  one  purpose.  It  makes  it  possible  for  students  to 
consider  enrollment  without  reference  to  their  families'  financial 
circumstances. 

At  Duke,  we  have  watched  the  debate  surrounding  the  direct  stu- 
dent loan  program  v^th  great  interest  because  we  know  that  Fed- 
eral loan  programs,  when  coupled  with  funds  that  we  can  provide, 
make  it  possible  for  us  to  enroll  students  of  all  financial  back- 
grounds. Thus  ours  as  been  a  passionate  interest  and  continues  to 
be  a  passionate  interest. 

With  the  needs  of  our  students  in  mind,  we  have  carefully  con- 
sidered the  direct  student  lending  program.  Frankly,  we  were  ini- 
tially intrigued  by  its  promise  to  offer  much  of  what  we  believe  our 
students  need — easily  accessible  capital,  streamlined  application 
procedures,  rapid  application  approval,  etc. 

Although  we  considered  applying  to  be  a  year  one  direct  lending 
school,  we  decided  not  to  do  so  for  four  reasons.  The  first  was  our 
concern  about  the  Department  of  Education's  ability  to  manage 
such  a  program.  Our  students  depend  upon  the  timely  and  efficient 
processing  of  their  loan  applications.  The  Department's  longstand- 
ing difficulties  in  meeting  both  deadlines  and  administrative  com- 
mitments is  such  that  we  did  not  feel  that  direct  lending  would 
provide  a  timely  and  dependable  vehicle  for  our  students'  needs. 

In  this  regard,  my  greatest  concern  was  and  is  the  Department's 
long-term  ability  to  support  this  program.  While  I  understand  they 
have  been  successful  in  supporting  a  very  limited  number  of 
schools,  I  worry  that  full  implementation  may  reveal  many  of  the 
administrative  difficulties  that  have  for  so  long  plagued  the  De- 
partment's stewardship  of  Title  IV  programs. 
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Simply  put,  there  is  too  much  at  stake,  in  my  judgment,  to  rely 
on  the  bureaucracy  in  the  Department  to  implement  a  multibillion- 
dollar  program  successfully  when  its  track  record  has  been  such  a 

f)roblem.  I  would  simply  refer  you  to  Lynn  Fawthrop's  March  17th 
etter  to  you,  Senator  Jeffords,  for  what  I  believe  is  verification  of 
that. 

The  fact  that  a  large  percentage  of  traditional  public  and  private 
schools  have  resisted  the  pressure  to  sign  up  for  direct  lending  sug- 
gest, I  believe,  that  this  concern  is  widespread.  And  please  note 
that  the  pressure  from  the  Department  to  sign  up  has  been  in- 
tense. It  has  been  very,  very  intense,  and  it  has  often  been  hard 
to  resist. 

The  second  reason  is  the  question  of  the  cost  on  our  campus. 
There  is  but  so  much  money  available  to  support  financial  aid.  Op- 
erating a  direct  lending  program  on  our  campus  would  involve  the 
addition  of  at  least  one  new  staff  member.  At  a  time  when  we  are 
struggling  to  hold  down  tuition,  increased  operating  costs  would 
lead  to  increased  pressure  on  tuition  or  reductions  in  financial  aid. 
Neither  option  is  acceptable. 

A  third  concern  is  about  increased  liability.  Under  our  current 
processing  structure,  our  liability  is  limited.  Handling  all  loan  proc- 
essing on  campus  would  significantly  increase  institutional  liabil- 
ity. 

The  fourth  concern  is,  frankly,  our  satisfaction  with  the  current 
program.  The  current  FFEL  program  is  very  supportive  of  our  stu- 
dents. Our  ability  to  take  our  business  elsewhere  and  to  use  the 
competitive  market  has  provided  us  with  a  powerful  tool,  a  tool 
that  we  have  used  to  the  advantage  of  our  students.  This  tool  is 
absent  in  Federal  programs.  Consider  the  post  office,  if  you  will,  in 
that  regard. 

The  presence  of  direct  lending  has  clearly  improved,  however,  the 
performance  of  the  private  sector.  Frankly,  I  would  submit  that  the 
continuing  presence  of  private  lenders  struggling  to  retain  their 
markets  has  been  good  for  the  direct  lending  program  as  well.  The 
competition  has  been  good  for  both  students  and  institutions,  ad- 
ministrative costs  have  been  reduced,  and  students  have  saved 
money. 

Commonline,  the  new  product  created  jointly  by  U.S.A.  Group 
and  Sallie  Mae,  is  perhaps  the  best  example  of  tne  market  respond- 
ing to  the  needs  of  students  and  institutions.  This  innovative  new 
approach  to  lending  improves  on  direct  lending  by  removing  most 
of  the  administrative  burden  and  expense  from  campuses  without 
increasing  institutional  liability. 

Direct  lending,  as  I  noted  earlier,  would  require  us  to  add  at 
least  one  position  in  the  aid  office.  Commonline  at  least  will  allow 
us  to  eliminate  at  least  one  position. 

As  one  who  was  fortunate  to  participate  in  the  development  of 
Commonline,  I  can  tell  you  that  it  is  an  example  of  lenders  who 
are  eager  to  listen  and  respond  to  the  campus  needs. 

Duke  has  agreed  to  become  a  beta  test  site  for  Commonline  be- 
ginning this  spring.  Following  our  determination  of  a  student's  eli- 
gibility, all  loan  processing  and  the  actual  electronic  transfer  of 
funds  to  the  borrower's  student  campus  account  will  be  handled 
through  Commonline.  The  savings  that  institutions  realize  through 
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this  "paperless"  loan  processing  system  will  not  be  available  to  help 
reduce  the  cost  pressure  that  drives  the  rate  of  tuition  growth  and 
to  continue  campus  aid  programs  now  jeopardized  by  increase 
costs.  It  will  also  substantially  reduce  the  time  between  the  stu- 
dent's application  and  the  actual  receipt  of  student  loan  funds. 

Advocates  on  each  side  of  the  student  loan  debate  probably  hope 
that  their  particular  program  will  prevail,  that  the  competition  will 
be  eliminated  through  congressional  fiat  or  Department  of  Edu- 
cation action,  I  take  the  position  that  it  is  far  too  early  to  deter- 
mine which  program  is  most  effective. 

While  I  am  a  clear  advocate  of  the  longstanding  lending  partner- 
ship between  the  public  and  private  sectors  because  it  has  served 
students  well,  direct  lending  does  provide  a  fair  test  of  how  best 
to  serve  students'  lending  needs  in  the  future.  The  key,  of  course, 
is  to  ensure  that  the  test  is  fair,  that  the  playing  field  is  level. 

The  Congress'  original  decision  in  establishing  a  direct  lending 
pilot  program  was  in  my  iud^ent  wise  and  judicious.  I  ask  that 
you  sustain  that  original  decision  and  allow  the  program  to  proceed 
to  its  originallv  scheduled  conclusion,  or  cap  the  program  at  40  per- 
cent so  that  tne  playing  field  will  be  levelled,  and  the  results  can 
be  fairly  evaluated.  Such  an  approach  will  best  serve  the  needs  of 
our  country  and  the  interests  of  our  future  leaders  and  their  fami- 
lies. 

I  appreciate  the  opportunity  to  appear  before  you,  and  I  would 
be  pleased  to  answer  any  questions.  And  I  likewise  apologize  for 
going  too  long. 

Senator  Jeffords.  Thank  you,  Mr.  Belvin.  Mv  son  graduated 
with  his  M.B.A.  from  Duke  tnis  last  spring,  and  I  was  very  im- 
pressed with  your  student  aid  programs  there  and  with  the  broad 
range  of  income  strata  that  you  attract,  and  I  commend  you  for 
that. 

Mr.  Belvin.  Thank  you,  sir. 

Senator  Jeffords.  As  a  footnote,  he  is  presently  in  China,  help- 
ing to  negotiate  a  joint  venture,  so  I  would  attest  to  attendance  at 
D^e  as  being  a  pretty  good  thing  to  do — not  that  I  mean  I  want 
him  in  China.  [Laughter.] 

Mr.  Belvin.  Thank  you.  Senator.] 

[The  prepared  statement  of  Mr.  Belvin  follows:] 

Prepared  Statement  of  James  A.  Belvin,  Jr. 

Good  Morning — My  name  is  Jim  Belvin  and  I  am  the  Director  of  Financial  Aid 
at  Duke  University  in  Durham,  North  Carolina.  I  have  had  the  privilege  of  working 
with  needy  Ehike  students  and  their  families  for  almost  twenty  years  and  an  oppor- 
tunity to  examine  financial  aid  from  both  a  local  and  national  perspective. 

I  am  pleased  to  have  the  opportunity  to  participate  in  this  committee's  important 
discussion  about  the  student  loan  programs  on  which  students  at  Duke  and  around 
the  country  increasingly  depend.  The  financial  partnership  of  federal,  state,  institu- 
tional and  private  providers  formed  many  years  ago  has  made  college  attendance 
possible  for  millions  of  Americans  during  the  last  thirty  years.  Before  directing  my 
attention  specifically  to  the  issue  of  federal  loans.  I  would  like  to  take  this  oppor- 
tunity to  plug  federal  Title  IV  aid  programs.  Unlike  many  government  programs, 
federal  work,  grant,  and  loan  programs  require  matching  funds,  limit  each  partici- 
pant's period  of  eligibility,  and  require  monitored  progress  towards  a  specified  goal. 
The  result  is  a  partnership  that  works.  This  partnership  helps  make  possible  the 
education  of  our  leaders,  improves  quality  of  life  for  our  people,  and  ultimately  re- 
turns far  more  dollars  to  the  federal  treasury  in  the  form  of  increased  taxes  gen- 
erated by  higher  incomes  of  college  graduates.  A  careful  examination  reveals  that 
Title  rV  federal  funds  represent  an  exceptional  investment  for  our  security  and  re- 
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suit  in  a  "bootstrap"  program  that  makes  an  enormous  difTerence  in  the  lives  of 
young  people.  That  is  tne  end  of  my  plug. 

Financial  aid  has  changed  a  great  deal  during  my  years  at  Duke.  I  entered  the 
aid  business  two  years  before  Congress  passed  the  Middle  Income  Assistance  Act 
known  during  its  rather  brief  tenure  as  MISSA.  Federal  support  of  higher  education 
financial  aid  programs  has  changed  drastically  during  the  intervening  years.  When 
I  entered  the  financial  aid  profession  the  watch  words  were  "choice  and  "access". 
Aid  was  intended  to  provide  capable  students  with  access  to  higher  education  and 
a  choice  of  institutions.  Congress  and  our  colleges  and  universities  shared  a  commit- 
ment that  students  should  have  the  opportunity  to  attend  the  school  that  provided 
them  with  the  opportunity  to,  as  the  Army  now  says  in  its  ads,  "Be  all  you  can  be." 
Duke  University  is  one  oi  a  declining  number  of  institutions  that  remain  committed 
to  the  proposition  that  ability  to  pay  should  not  be  a  barrier  for  capable  students 
to  enroll  in  the  college  of  their  choice.  In  this  regard,  Duke  University  admits  stu- 
dents based  on  an  assessment  of  their  academic  potential  and  ability  to  contribute 
to  the  educational  experience  of  their  fellow  students  and  the  university,  regardless 
of  their  ability  to  pay  our  tuition  and  fees.  Once  our  students  are  selected,  Duke 
commits  to  meet  100  percent  of  their  demonstrated  financial  need  during  the  four 
years  of  their  enrollment.  This  commitment  is  made  in  addition  to,  or  perhaps  in 
spite  of,  the  fact  that  because  our  tuition  rates  represent  only  slightly  more  than 
one-half  of  the  actual  cost  of  attendance,  we  are  erfectively  oliering  every  enrolled 
student  a  scholarship  eaual  to  the  difference  between  tuition  and  the  real  cost  of 
that  education  which  Duke  provides  from  its  endowment,  gifts  from  alumni,  founda- 
tions, and  other  sources,  including  alunrmi,  who  believe  that  today's  young  people 
should  not  be  denied  the  opportunity  to  access  a  Duke  education  solely  because  they 
are  not  wealthy. 

Duke  University's  continuing  commitment  to  access  based  on  academic  rather 
than  financial  criteria  is  extraordinary  for  two  reasons,  one  obvious  and  one  not  so 
obvious.  The  obvious  reason  is  cost — more  than  a  decade  of  decreases  in  real  dollar 
federal  support  combines  with  the  increasing  price  of  the  technology  and  personnel 
costs  that  drive  higher  education's  expenses,  to  make  financial  aid  our  fastest  grow- 
ing institutional  budget  item — at  a  rate  that  vastly  exceeds  the  rate  of  tuition  in- 
crease over  the  same  time  period.  The  second,  and  less  obvious,  reason  relates  to 
a  different  kind  of  need — Duke's  ability  to  fill  its  class  does  not  depend  upon  my 
office.  Frankly,  the  University  could  eliminate  my  office  and  enroll  a  very  bright 
class  year  after  year,  consisting  entirely  of  students  who  could  afford  to  pay  full  tui- 
tion. We  could  save  our  resources  and  invest  them  in  improved  faculty  salaries,  en- 
hancements to  technology  that  is  vital  to  education  and  research,  expansion  of  our 
library,  etc.  But  enrolling  a  student  body  consisting  exclusively  of  bright,  well-to- 
do  students  is  not  our  goal.  Financial  aid  at  Duke  University  serves  one  purpose — 
it  makes  it  possible  for  students  to  consider  the  excellent  academic  programs  we 
offer  without  reference  to  their  families'  financial  circumstances.  This  commitment 
to  economic  diversity  allows  Duke  to  enroll  a  student  body  that  is  among  the  coun- 
try's most  academically  talented  and  economically  diverse.  This  economic  diversity 
has  helped  create  a  social,  geographical,  and  racial  diversity  that  guarantees  that 
the  educational  process  to  which  our  students  are  exposed  continues  ooth  in  and  out 
of  the  classroom.  It  is  an  education  that  benefits  all  of  our  students — regardless  of 
need — and  may  cost  less  than  attendance  at  a  leading  public  university. 

During  the  1995-96  academic  year,  Duke  University  will  spend  in  excess  of  21.5 
million  institutional  grant  dollars  to  support  students  who  need  financial  aid.  This 
represents  an  increase  of  434  percent  over  the  4.95  million  we  spent  in  1985—86. 
(Over  that  same  time  period  our  tuition  increased  by  236  percent.)  Although  we 
have  made  this  substantial  and  continuing  commitment  to  our  students,  loans  from 
the  federal  government  and  other  sources  have  become  an  increasingly  important 
part  of  the  aid  program  by  which  our  students  are  supported.  Duke  students  this 
year  graduated  witn  an  average  student  loan  debt  of^  $11,000.  While  this  is  rel- 
atively small  by  some  standards,  loans  represent  an  important  component  of  our 
student  aid  program.  Even  with  Duke's  considerable  investment  in  financial  aid,  our 
students  depend  on  student  loans  to  help  afford  attendance  at  our  university.  More- 
over, Congress's  recent  expansion  of  the  Parent  Loan  for  Undergraduate  Students 
or  PLUS  program  and  the  creation  of  the  Unsubsidized  Student  Loan  program  that 
is  available  to  all  students  has  made  student  loans  important  to  all  of  our  students, 
regardless  of  their  need. 

Duke  University  has  watched  the  debate  surrounding  Direct  Student  Loans  with 
great  interest  because  we  know  that  federal  loan  programs,  when  coupled  with 
funds  we  can  provide,  make  it  possible  for  us  to  enroll  students  of  all  financial  back- 
grounds. Thus,  ours  has  not  been  a  dispassionate  interest.  Instead  it  is  a  rather  pas- 
sionate interest.  Without  a  steady,  dependable,  and  timely  fiow  of  loan  funds,  we 
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believe  large  numbers  of  our  students  would  be  denied  the  choice  to  continue  their 
educations  at  our  university. 

We  are  long-time  participants  in  FFEL  loan  programs,  lending  to  Duke  students 
through  all  of  its  various  iterations:  FISL,  GSL,  and  now  Stafford  loans.  Although 
we  dia  not  participate  in  the  Federal  Income  Contingent  Loan  program,  we  did  pio- 
neer our  own  such  program,  now  discontinued,  in  tne  mid-seventies.  Likewise  we 
created  an  unsubsidized  institutional  loan  program,  still  in  place,  that  is  directed 
to  middle-income  students  ineligible  for  subsidized  Stafford  Loans.  I  outline  our  ef- 
forts in  this  area  simply  to  underline  our  commitment  to  student  loan  programs.  We 
understand  the  critical  nature  of  this  important  resource  and  have  tried  to  be  inno- 
vative in  our  thinking. 

With  the  needs  of  our  students  in  mind,  we  have  very  carefully  considered  the 
Direct  Student  Loan  Program.  Frankly,  we  were  initially  intrigued  by  its  promise 
to  offer  much  of  what  we  believe  our  students  need — easily  accessible  capital, 
streamlined  application  procedures,  rapid  application  approval,  etc.  Althou^  we 
considered  applying  to  be  a  Year-One  direct  lending  school,  we  decided  not  to  do 
so  for  four  reasons:  concerns  about  the  Department  o?  Education's  ability  to  manage 
such  a  program;  concerns  about  the  potential  burdens  that  would  be  transferred  to 
Duke  University;  a  concern  about  increased  liability;  and  perhaps  most  important, 
our  general  satisfaction  with  our  current  lending  program.  Please  allow  me  to  elabo- 
rate on  each  issue: 

1)  Our  students  depend  on  the  timely  and  efficient  processing  of  their  loan  appli- 
cations. The  Department's  long-standing  difiiculty  in  meeting  both  deadlines  and 
administrative  commitments  is  such  that  we  did  not  feel  that  Direct  Lending  would 
provide  a  timely  and  dependable  vehicle  for  our  students'  needs.  In  this  regard,  my 
greatest  concern  was  and  is  for  the  Department's  long-term  ability  to  support  this 

f)rDgram.  While  I  understand  that  they  have  been  successful  in  supporting  a  very 
imited  number  of  schools,  I  worry  that  full  implementation  may  reveal  many  of  the 
administrative  difficulties  that  have  for  so  long  plagued  the  Department's  steward- 
ship of  Title  IV  programs.  Simply  put,  there  is  too  much  at  stake,  in  my  judgment, 
to  rely  on  the  bureaucracy  in  tne  Department  to  implement  a  new  multi-dollar  pro- 
gram successfully  when  its  track  record  has  been  such  a  problem).  A  more  judicious, 
phased-in  approach  will  enable  us  to  test  that  capability  without  putting  in  poten- 
tial jeopardy  the  futures  of  young  people  who  need  these  funds  to  attend  college. 
The  fact  that  a  large  percentage  oi  public  and  private  schools  have  resisted  the  pres- 
sure to  sign  up  for  Direct  Lending  suggests,  I  believe,  that  this  concern  is  wide- 
spread. 

2)  Although  Duke  University  is,  as  I  noted  earlier,  committed  to  need-blind  admis- 
sions and  to  meeting  100  percent  of  each  student's  demonstrated  need,  there  is  but 
so  much  money  available  to  support  financial  aid.  Operating  the  Direct  Lending 
Program  on  campus  would  involve  the  addition  of  at  least  one  new  staff  member. 
In  a  time  when  we  are  struggling  to  hold  down  tuition — our  4.9  percent  tuition  in- 
crease this  year  was  the  lowest  in  25  years — increased  operating  costs  would  lead 
to  increased  pressures  on  tuition  or  reductions  in  financial  aid.  Neither  option  is  ac- 
ceptable. 

3)  Under  our  current  processing  system  our  liability  is  limited.  Handling  all  loan 
processing  on  campus  would  significantly  increase  institutional  liability. 

4)  The  current  FFELP  Program  is  very  supportive  of  our  students.  Our  ability  to 
"take  our  business  elsewhere  and  to  use  the  competitive  marketplace  has  provided 
us  with  a  powerful  tool,  a  tool  that  we  have  used  to  the  advantage  of  our  students. 
When  our  students  have  problems  with  their  loans,  our  lenders  are  responsive  and 
eager  to  be  helpful.  Private  sector  lenders  have  also  been  very  responsive  to  our 
ideas. 

Although  Direct  Lending  is  largely  an  untried  concept,  we  welcome  its  entrance 
into  the  market  place.  The  presence  of  Direct  Lending  has  clearly  improved  the  per- 
formance of  the  private  sector.  Frankly,  I  would  submit  that  the  continuing  presence 
of  private  lenders  struggling  to  retain  their  markets  has  been  good  for  the  Direct 
Loan  program.  The  competition  has  certainly  been  good  for  both  students  and  insti- 
tutions. Administrative  costs  have  been  reduced  and  students  have  saved  money, 
samples  abound  and  include  SALLIE  MAE's  Great  Rewards  program,  Nellie  Mae's 
Pay  Back  program — and  whatever  else  is  currently  on  the  drawing  boards  in  the 
private  sector,  and,  I  am  sure,  the  Department  of  Education. 

COMMONLINE,  the  new  product  created  jointly  by  USAGROUP  and 
SALLIEMAE  is,  perhaps,  the  best  example  of  the  market  responding  to  the  needs 
of  students  and  institutions.  This  innovative  new  approach  to  lending  improves  on 
Direct  Lending  by  removing  most  of  the  administrative  burden  and  expense  from 
campuses  without  increasing  institutional  liability.  Direct  Lending,  for  example, 
would    have    required    us    to    add    at    least    one    position    in    the    aid    omce; 
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COMMONLINE  will  allow  us  to  eliminate  at  least  one  position.  As  one  who  partici- 
pated in  the  development  of  COMMONLINE,  1  can  tell  you  that  it  is  an  excellent 
example  of  the  opportunity  institutions  have  to  influence  the  private  sector.  Duke 
has  agreed  to  become  a  beta  test  site  for  COMMONLINE  beginning  this  spring.  Fol- 
lowing our  determination  of  a  student's  eligibility,  all  loan  processing  and  the  actual 
electronic  transfer  of  funds  to  the  borrower's  student  campus  account  will  be  han- 
dled exclusively  through  COMMONLINE.  The  savings  that  institutions  realize 
through  this  "paperless  loan  processing  system  will  now  be  available  to  help  reduce 
the  cost  pressure  that  drives  the  rate  of  tuition  growth  and  to  continue  campus  aid 
programs  now  ieopardized  by  increasing  costs.  It  will  also  substantially  reduce  the 
time  between  the  student's  application  and  actual  receipt  of  loan  funds. 

Advocates  on  each  side  of  the  student  loan  debate  probably  hope  that  their  par- 
ticular program  will  prevail — that  the  competition  will  be  eliminated  throu^  Con- 
gressional fiat  or  Department  of  Education  action.  I  take  the  position  that  it  is  far 
too  early  to  determine  which  program  is  most  effective.  While  I  am  a  clear  advocate 
of  the  long  standing  lending  partnership  between  the  public  and  private  sectors  be- 
cause it  has  served  students  well.  Direct  Lending  provides  a  fair  test  of  how  best 
to  serve  students'  lending  needs  in  the  future.  The  Key,  of  course,  is  to  insure  that 
the  test  is  fair,  that  the  playing  field  is  level.  The  Congress's  original  decision  in 
establishing  a  Direct  Lending  pilot  program  was  wise  and  judicious. 

I  ask  that  you  sustain  that  original  decision  (or  cap  at  40  percent)  and  allow  the 

f»ilot  program  to  proceed  to  its  originally  scheduled  conclusion  so  the  results  can  be 
airly  evaluated.  Such  an  approach  will  best  serve  the  needs  of  our  country  and  the 
interests  of  our  future  leaders  and  their  families. 

I  appreciate  having  had  the  opportunity  to  appear  before  you  today  and  will  be 
pleased  to  answer  any  questions  you  have. 

Senator  Jeffords.  Mr.  Honeman,  thank  you  for  coming.  I  really 
appreciate  it.  I  know  that  Governor  Salmon  now  the  President  of 
the  University  of  Vermont,  wanted  to  be  here. 

Mr.  HoNEMAN.  Thank  you,  Senator,  and  he  passes  along  his  best 
regards  to  you. 

Senator  Jeffords.  Thank  you,  and  we  appreciate  your  coming  in 
his  stead. 

Mr.  HoNEMAN.  I  am  glad  to  do  it,  and  thank  you  all  for  providing 
me  with  the  opportunity  to  spend  a  few  moments  with  you  this 
afternoon,  explaining  our  experiences  as  a  first  year  school  in  the 
direct  lending  program. 

The  Federal  direct  lending  program  has  to  my  mind  already  rev- 
olutionized the  manner  in  which  financial  assistance  is  provided  to 
American  college  students.  Those  who  serve  in  Washington  are  sel- 
dom given  credit,  it  seems  to  me,  for  Government  progn'sms  that 
actually  work.  This  one  really  does,  and  I  am  pleased  to  be  able 
to  share  with  you  some  of  our  experiences  with  it  in  Vermont. 

Our  experience  with  direct  lending  has  been  so  positive  in  Ver- 
mont that  for  year  two,  the  entire  public  higher  education  system 
and  Middlebury  College,  our  leading  independent  institution,  have 
all  decided  to  become  year  two  participants  in  the  direct  lending 
program. 

At  the  University  of  Vermont,  our  primary  reason  for  applying 
to  participate  in  the  Federal  direct  student  loan  program  for  the 
first  year  was  to  improve  the  quality  of  service  that  we  were  able 
to  provide  to  our  students  and  their  families. 

Under  the  old  system,  unfortunately,  we  found  ourselves  often 
the  helpless  middle  people,  attempting  to  orchestrate  a  process 
which  involves  students,  parents,  thousands  of  banks,  loan  guar- 
anty agencies  from  all  around  the  country,  and  the  U.S.  Depart- 
ment of  Education. 

Since  the  direct  lending  program  has  been  instituted,  a  once  con- 
voluted and  confusing  process  has  become  almost  transparent  to 
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our  students.  As  a  result,  students  receive  their  funds  earlier,  fi- 
nancial aid  counselors  have  more  time  to  devote  to  advising,  and 
long  lines  of  frustrated  and  confused  students  outside  the  univer- 
sity's financial  aid  office  have  all  but  disappeared. 

Student  after  student  have  reported  to  me  and  others  in  the 
UVM  administration  about  their  positive  experiences  with  the  di- 
rect loan  program.  I  have  included  some  of  their  thoughts  with  the 
written  testimony  that  I  have  submitted  to  the  committee. 

Another  major  motivation  for  our  early  participation  in  this  pro- 
gram was  the  prospect  of  working  with  a  system  that  eased  admin- 
istrative burdens  associated  with  the  old  program.  FFELP  was  the 
most  complex  and  time-consuming  program  that  we  had  to  manage 
before  the  advent  of  direct  lending. 

Among  the  many  efficiencies  that  have  accrued  from  the  direct 
lending  program  are  a  reduction  in  mailing  costs,  a  huge  elimi- 
nation of  unnecessary  telephone  calls,  and  a  streamlined  software 
package  that  dovetails  with  the  svstem  that  we  use  for  other  types 
of  data  exchange  with  the  Federal  processor. 

Now  to  turn  for  a  moment  to  our  two  greatest  fears  as  we  en- 
tered the  direct  lending  program.  We  were  reminded  time  and 
again  by  critics-  of  our  decision  to  participate — and  there  were 
some — that  these  two  considerations  might  strangle  the  effective- 
ness of  the  new  program. 

The  first  of  these,  as  you  know,  was  the  specter  of  a  program 
that  simply  could  not  be  supported  by  the  U.S.  Department  of  Edu- 
cation. I  would  like  to  spend  a  few  moments  on  this,  since  it  was 
and  is  the  fulcrum  on  which  the  entire  enterprise  rests. 

We  made  a  leap  of  faith  when  we  decided  to  proceed  with  direct 
lending.  We  made  a  leap  of  faith  because,  quite  frankly,  the  De- 
partment of  Education  has  not  always  struck  financial  aid  adminis- 
trators as  an  agent  of  support  and  assistance.  Instead,  we  have 
over  the  years  unfortunately  dreaded  the  latest  promulgation  of 
Federal  regulatory  intrusion. 

I  cannot  express  strongly  enough  how  different  things  have  been 
with  this  program.  Far  from  being  an  albatross  that  hangs  over  us, 
the  Department  has  been  a  cooperative  partner  in  this  enterprise. 

Direct  lending  in  effect  operates  much  like  a  campus-based  pro- 
gram and  not  a  Washington-based  one.  Washington  instead  is  pro- 
viding guidance,  support  and  direction,  rather  than  regulatory  in- 
trusion. By  the  way,  most  of  our  interaction  is  with  the  private  con- 
tractors and  not  with  the  Department  of  Education.  We  do  not 
spend  a  lot  of  time  on  the  telephone  with  the  Department  or  the 
direct  lending  task  force.  We  work  most  of  the  time  with  the  con- 
tractors. 

Our  second  concern  was  that  the  program  might  simply  be  too 
cumbersome  for  us  to  administer.  We  had  this  concern  despite  the 
fact  that  we  and  other  participating  institutions  have  a  historv  of 
administering  Perkins  loans  and  of  participation  in  electronic  data 
exchange  with  the  Federal  processor.  We  have  in  fact  been  reas- 
sured to  discover  that  the  direct  loan  program  actually  combines 
elements  of  existing  infrastructure  processes,  which  are  already  in 
place  at  most  colleges  and  universities.  So  we  did  not  have  to  un- 
dertake a  lot  of  new  systems  development  within  our  own  oper- 
ation. 
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At  the  University  of  Vermont,  Jim,  we  have  not  hired  a  single 
new  employee  to  administer  the  Federal  direct  loan  program.  The 
huge  manual  operation,  paper  manual  operation,  necessitated  by 
the  old  program  has  been  replaced  by  a  computer-driven  system 
which  operates  smoothly  in  spite  of  some  early  glitches  that  we  ex- 
perienced— and  incidentally,  the  Federal  contractor  was  consist- 
ently responsive  to  our  suggestions  about  those  software-related 
glitches. 

In  closing,  I  would  like  to  extend  an  invitation  to  any  who  may 
still  have  doubts  about  the  value  of  this  program,  and  that  is  to 
visit  the  University  of  Vermont  and  other  direct  lending  schools  to 
see  for  themselves  how  effectively  this  particular  Government  ini- 
tiative works.  It  strikes  me  as  a  fine  example  of  how  the  Federal 
Government  really  can  be  helpful  to  its  citizens,  to  the  States,  and 
to  local  institutions  without  being  perceived  as  an  overbearing  reg- 
ulatory monster. 

So  on  behalf  of  the  University  of  Vermont  and  our  students,  who 
have  been  so  well-served  by  this  program,  thank  you  again  for  pro- 
viding me  with  a  forum  for  sharing  these  reflections  with  you.  And 
I  also  would  be  happy  to  respond  to  any  questions  you  may  have. 

Senator  Jeffords.  Thank  you. 

[The  prepared  statement  of  Mr.  Honeman  follows:] 

Prepared  Statement  of  Donald  M.  Honeman 

Good  morning.  My  name  is  Donald  Honeman  and  I  am  the  Director  of  Financial 
Aid  at  the  University  of  Vermont.  Thank  you  for  providing  me  with  the  opportunity 
to  spend  a  few  minutes  addressing  you  about  our  experiences  as  a  first  year  Direct 
Lending  institution.  Before  doing  so,  however,  let  me  thank  you  and  your  colleagues 
in  the  Congress  for  establishing  what  I  believe  is  the  most  fundamental  and  far- 
reaching  reform  of  the  student  financial  aid  programs  in  the  19  years  that  I  have 
worked  in  this  field.  Thanks  is  also  due  to  the  staff  of  the  U.S.  Department  of  Edu- 
cation for  instituting  this  program  in  a  manner  that  is  sensitive  to  the  needs  of  stu- 
dents at  all  types  of  postsecondary  institutions.  The  Federal  Direct  Student  Loan 
Program  has  already  revolutionized  the  manner  in  which  financial  assistance  is  de- 
livered to  American  college  students.  Those  who  serve  in  Washington  are  seldom 
given  credit  for  programs  that  actually  work — this  one  really  does,  and  I  am  pleased 
to  be  able  to  share  with  you  some  refiections  about  our  experience  in  Vermont. 

The  University  of  Vermont  is  a  comprehensive  land  grant  state  university  with 
approximately  7500  undergraduate,  1100  graduate  and  400  medical  students.  We 
are  a  relatively  high  cost  public  institution  which  serves  as  many  out-of-state  stu- 
dents as  we  do  Vermonters.  Given  these  circumstances  we  have  historically  relied 
heavily  on  all  of  the  federal  student  aid  programs  and  especially  on  the  Federal 
Stafford  Loan  Program  to  enable  our  stuaents  to  afford  attendance  at  UVM.  We 
chose  to  participate  in  the  Direct  I^oan  Program  for  three  fundamental  reasons  and 
did  so  with  two  significant  reservations.  After  a  full  year  of  participation  in  the  pro- 
gram we  are  now  in  a  position  to  reflect  on  all  five  ol  those  considerations. 

1.  STUDENT  SERVICE.  Our  primary  reason  for  applying  to  participate  in  the 
Federal  Direct  Student  Loan  program  was  to  improve  tne  quality  of  service  we  were 
able  to  provide  to  our  students  and  their  families.  Under  the  old  system  we  found 
ourselves  the  often  helpless  middle — people  attempting  to  orchestrate  a  process 
which  involved  students,  parents,  thousanas  of  banks,  loan  guarantee  agencies  from 
every  state  in  the  union,  and  the  U.S.  Department  of  Education.  Since  the  Direct 
Loan  Program  has  been  instituted,  a  once  convoluted  and  confusing  process  has  be- 
come almost  transparent  to  our  students.  When  questions  do  arise,  they  are  re- 
solved in  our  office  and  not  by  sending  students  on  an  Alice-in-Wonderland  chase 
through  a  series  of  bureaucracies.  As  a  result,  students  receive  their  funds  earlier, 
financial  aid  counselors  have  more  time  to  devote  to  advising  students,  and  long 
lines  of  frustrated  and  confused  students  outside  of  the  University  Financial  Aid  Of- 
fice have  all  but  disappeared.  Student  after  student  has  reported  to  me  and  to  oth- 
ers in  the  UVM  administration  about  their  positive  experiences  with  the  Direct 
Loan  Program. 
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2.  EFFICIENCY  OF  ADMINISTRATION.  Although  we  in  Vermont  worked  with 
one  of  the  nation's  finest  loan  guarantee  agencies,  our  experience  with  the  Federal 
Family  Education  Loan  Program  was  one  of  the  most  complex  and  time  consuming 
efforts  we  had  to  manage  before  the  advent  of  Direct  Lending.  Among  the  many  effi- 
ciencies that  have  accrued  from  the  new  program  are  a  reduction  in  mailing  costs, 
a  huge  elimination  of  unnecessary  telephone  calls,  and  a  streamlined  software  sys- 
tem which  dovetails  with  the  system  we  use  for  other  types  of  data  exchange  with 
the  Federal  processor.  In  sum,  our  infrastructural  needs  have  been  vastly  simplified 
and  students  are  more  effectively  served  because  of  the  Direct  Loan  Program. 

3.  REPAYMENT  OPTIONS.  Because  of  the  high  cost  of  attending  the  University 
of  Vermont,  our  students  must  rely  too  heavily  on  borrowing  in  order  to  support 
their  educational  costs.  It  is  imperative  for  them  to  be  able  to  exercise  a  wide  range 
of  repayment  options  so  that  their  career  plans  are  not  unnecessarily  restricted  be- 
cause of  educational  indebtedness.  One  of  the  attractions  of  the  new  program  from 
the  perspective  of  our  students  was  and  remains  the  variety  of  options  available  to 
them  as  they  enter  repayment. 

Now  to  turn  for  a  moment  to  the  two  worst  nightmares  we  feared  as  we  entered 
the  Direct  Lending  Program.  We  were  reminded  time  and  again  by  critics  of  our  de- 
cision to  participate  that  these  two  considerations  might  strangle  the  effectiveness 
of  the  new  program. 

1.  SUPPORT  FROM  THE  DEPARTMENT  OF  EDUCATION.  The  first  was  the 
spectre  of  a  program  that  simply  couldn't  be  supported  by  the  U.S.  Department  of 
Education.  I'd  like  to  spend  a  few  minutes  on  this  since  it  was  and  is  the  fulcrum 
on  which  the  entire  program  rests.  We  made  a  leap  of  faith  when  we  decided  to  pro- 
ceed with  Direct  Lending.  It  was  a  leap  of  faith  because,  quite  frankly,  the  Depart- 
ment has  not  always  struck  campus  aid  administrators  as  an  agent  of  support  and 
assistance;  instead  we  have  over  the  years  dreaded  the  latest  promulgation  of  fed- 
eral re^latory  intrusion.  I  can't  express  strongly  enough  how  different  things  have 
been  with  the  Direct  Loan  Program.  Instead  oitelling  us  how  to  administer  the  pro- 
gram in  excruciating  detail.  Department  ofiicials  have  consulted  us  about  what 
works  best  before  issuing  arbitrary  regulations.  Instead  of  mandating  procedures  for 
all  different  types  of  institutions,  the  Department  has  given  us  a  range  of  adminis- 
trative options  to  best  serve  the  unique  needs  of  our  own  student  popmation.  When- 
ever we  experienced  a  processing  glitch  during  our  first  year  of  participation,  the 
Department's  Direct  Loan  Task  Force  and  the  federal  processor  have  been  prompt 
and  effective  in  their  responsiveness.  Far  from  being  an  albatross  that  hangs  over 
us,  the  Department  has  oeen  a  cooperative  partner  in  this  enterprise.  The  Direct 
Loan  Program  in  efiect  operates  much  like  a  campus-based  program  and  not  a 
Washington  based  program.  Washington,  instead,  is  providing  guidance,  support 
and  direction  rather  than  regulatory  intrusion. 

2.  COST  AND  COMPLEXITY.  Our  second  concern  was  that  the  program  mi^t 
simply  be  too  cumbersome  for  us  to  administer.  Since  we  and  other  participating 
institutions  have  a  history  of  administering  the  Perkins  Loan  Program  and  of  par- 
ticipation in  electronic  data  exchange  with  the  Federal  processor,  this  concern  was 
not  as  overriding  as  our  concerns  about  the  Department  of  Education's  track  record. 
In  fact,  the  Direct  Loan  Program  combines  elements  of  existing  infrastructure  proc- 
esses which  are  already  in  place  at  most  colleges  and  universities.  At  the  University 
of  Vermont  we  have  not  hired  a  single  new  employee  to  administer  the  Direct  Loan 
Program.  The  administrative  allowance  we  receive  for  processing  loans  fully  absorbs 
any  additional  cost  we  may  have  incurred  in  managing  the  program.  The  huge  man- 
ual paper  operation  necessitated  by  the  old  loan  program  has  been  replaced  by  a 
computer  driven  system  which  operates  smoothly  in  spite  of  some  early  glitches 
which  the  federal  contractor  worked  out  promptly. 

In  closing,  I  would  extend  an  invitation  to  those  who  believe  that  the  Congress 
and  the  Executive  Branch  are  incapable  of  creating  and  managing  a  workable  pro- 
gram that  is  sensitive  to  local  needs:  visit  the  University  of  Vermont  and  other  Di- 
rect Lending  schools  to  see  for  themselves  how  effectively  this  particular  govern- 
ment program  works.  It  strikes  me  as  a  fine  example  of  how  the  federal  government 
really  can  be  helpful  to  its  citizens,  to  the  states,  and  to  local  institutions  without 
being  perceived  as  an  overbearing  regulatory  monster.  On  behalf  of  University  of 
Vermont  and  our  students  who  have  been  so  well  served  by  this  program,thank  you 
again  for  providing  me  with  a  forum  to  share  these  refiections  with  you.  I  would 
welcome  the  opportunity  to  respond  to  any  questions  you  may  have. 

Senator  Jeffords.  Mr.  Dowling. 

Mr.  DowLiNG.  Thank  you,  Mr.  Chairman  and  members  of  the 
subcommittee.  I  appreciate  the  opportunity  to  appear  before  you 
today  at  this  oversight  hearing  on  direct  lending. 
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I  am  the  director  of  student  financial  aid  at  Iowa  State  Univer- 
sity. I  have  been  directly  involved  in  the  administration  and  man- 
agement of  student  financial  aid  for  nearly  23  years,  and  in  those 
23  years,  I  have  seen  many  new  aid  programs  come  along.  But  di- 
rect lending  is  the  first  new  program  I  have  seen  in  these  23  years 
that  was  such  a  definite  improvement  over  its  predecessor. 

Senators,  I  have  the  best  job  on  our  campus — helping  students 
and  families  make  the  transition  from  the  high  school,  the  commu- 
nity college,  work,  to  my  environment,  Iowa  State  University. 

Iowa  State  is  one  of  the  original  104.  That  is,  we  were  one  of  the 
first  schools  selected  to  participate  in  the  direct  lending  program. 

My  remarks  here  today  will  focus  on  our  experiences  during  that 
year,  and  in  particular  my  focus  will  be  that  of  the  chief  advocate 
for  students  in  matters  concerning  affordability. 

During  our  initial  year,  15,000  students  borrowed  $57  million. 
From  their  perspective,  not  one  letter  to  the  editor  critical  of  the 
student  aid  process,  not  one  call  to  the  vice  president  for  student 
affairs  about  student  financial  aid,  not  one  visitor  to  the  office  of 
the  president  about  student  financial  aid. 

Students  reported  during  the  fall  semester  that  this  was  the  best 
opening  in  years.  Our  government  of  the  student  body  reported  stu- 
dents being  very  pleased  with  the  aid  disbursement  process.  And 
why  shouldn't  they  be?  Almost  2,000  more  of  them,  or  22  percent 
more  than  the  previous  fall,  had  moneys  available  on  time,  in  time 
to  pay  tuition  before  the  deadline  date. 

Short-term  loans  or  emergency  loans,  on  my  campus  long  an  in- 
dication of  delays  or  slowdown  in  availability  of  student  loans,  were 
down  28  percent  under  direct  lending.  Telephone  traffic,  long  an  in- 
dication of  student  confusion  about  the  student  financial  aid  proc- 
ess, was  down  40  percent. 

On  the  first  day  of  class,  over  $4  million  more  money  was  on  our 
campus  than  in  the  previous  semester.  That  money  gets  circulated 
and  recycled  many,  many  times  in  the  community  of  Ames  and 
central  Iowa. 

I  now  run  under  the  direct  lending  program  at  Iowa  State  Uni- 
versity a  larger  loan  program  with  fewer  people.  Under  the  old  pro- 
gram,I  had  an  assistant  director  for  student  loans,  two  full-time 
professional  staff  counselors,  a  full-time  merit  support  person,  and 
a  roomful  of  college  work-study  students.  Under  direct  lending,  a 
larger  program,  I  still  have  my  full-time  assistant  director  for  stu- 
dent loans.  My  two  full-time  professional  counselors  have  been  re- 
assigned from  the  student  loan  area  down  to  my  customer  service 
or  student  support  service  area — the  area  that  is  primarily  respon- 
sible for  counseling  students  and  families  about  student  financial 
aid  and  the  financial  aid  process. 

I  have  removed  eight  computer  terminals  from  my  student  loan 
operation.  That  is  $200  per  month  savings,  $1,600  per  month.  Now, 
in  the  context  in  which  you  work,  that  may  not  sound  like  a  lot, 
but  $1,600  per  month  in  my  budget  is  a  significant  savings. 

In  closing,  the  Federal  direct  lending  program  from  my  perspec- 
tive is  easier  to  administer  and  requires  less  resources. 

I  thank  you  very  much  for  this  opportunity  and  would  also  be 
happy  to  answer  any  questions  you  may  have. 

Senator  Jeffords.  Thank  you,  Mr.  Dowling. 
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[The  prepared  statement  of  Mr.  Dowling  follows:] 
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Prepared  Statement  of  Earl  E.  Dowling 

Thank  you,  IVir.  Chairman  &nd  tci'-mbcts  of  the  Sutyconuiiitud.  i  appreciate  tr.c 
opportunity  lo  appear  be&re  you  tod&y  u  this  "Ov«i-£ight  Hearing  on  Direcx  L.±nding." 

Personal  Background 

My  name  is  Earl  E.  Dowling.  I  am  the  Director  ofSoiderii  Fuiand&i  Aid  at  iow^  State 
University.  I've  been  direaiy  involvea  I.',  the  iaivanisu iiioii  i«".d  ri»s*iiie»v«eftt  ji  itudeiw 
financial  aid  for  aesrly  cwc.icy  lajcc  yj_.i,  1.1a  ui  tiioic  rwciiiy-nucc  yiirc  1'  /-•  i<;e.\  ni^riy 
new  aid  programs  come  along.  But  diicci  lenairis  i^  iiic  nrst  new  progriiu  V  ^~  iaai  in 
those  twenty-three  years  that  w&£  sucn  ^  dennite  ibiprovemera  over  its  prede;j;.^r. 

Iowa  State  University  is  a  public,  lana  ^riiU,  RcScCjrch  i  university.  Our  195'-:  cxiroUmeiu 
included  22,000  undergraduates  oiid  3,000  graouate  aiid  vetoiinary  rr>c:diciue  i^uciol 
students.  Last  year,  our  total  of  student  nnanciai  aid  ^locations  from  all  source^  — 
federal,  state,  institutional,  and  privue  -  exceeded  Si 00  ntiUion.  The  followi..^  chart 
reflects  the  percentage  of  these  fluids  from  the  various  sources. 

By  fiu*,  Iowa  State  University's  largest  contributor  to  litudem  nnancial  aid  is  tr.c  federal 
government.  Nine  million  dollars  is  in  federal  Pell  Grant,  and  S57  million  represents  the 
William  0.  Ford  Federal  Direct  Loan  programs.  Cur  1992  U.S.  Department  of  Education 
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eaJcuUted  federal  ddauit  rate  is  only  2.6%.  Siudent  loans  iJii  umpoitaui  lo  icw&  Staid 
University  students. 

Iowa  State  UniverBiiy  is  one  of  the  original  104!  That  is,  we  wer«  one  of  the  iirst  schools 
selected  to  participate  in  the  direct  lending  program,  xviy  remarks  here  today  will  focus  on 
our  experiences  and,  in  particular,  four  areas  of  criiicu  importance  and  iaierc»^.  Tbe:;« 
areas  are  customer  service,  adminisir&uv&  efficiencies,  school  cost  savings,  <uru>  che 
repayment  options. 


'During  the  initial  year  of  direct  lenaini.  1 5,000  stuaems  Doriowco  ii?  nmo...  .-.  :t^/:cw 
of  the  fall  semester  1994  luiiion  paynie.as  reilecis  that  1,966  stuaenis  had  Thc»'  ^udeni  ^d 
monies  to  pay  tuition  in  full  before  the  piyment  deiaiiuo.  TlJi  nuaioct  is  22  jicrctat  more 
than  for  the  fall  semester  of  1993.  .uenavior  on  the  iowa  State  University  csui^tis  did  not 
change.  The  only  change  ihat  could  have  contributed  lo  this  significant  increxi^c  m  the 
number  of  students  with  Ainds  available  lo  pay  tuiiion  i/>  full  was  our  parucip;E.Jon  in  th.^ 
William  O.  Ford  Federal  Direct  Loan  Jerogram.  Cleany,  ihe  proceeds  of  the  icuti  are 
provided  in  a  more  limely  manner  thari  uiey  were  under  che  FFEL?. 
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si.6<;s;. 
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1994 


hiy  colleagues  and  I  know  thai  shorc-{£rm  lout  rnoaie^  tend  (O  ttHtct  h.  s^cudc/^  r^^pan^^ 
to  Che  delay  or  unavailability  of  ttiai  individual'^  siuaciu  OAUici^  aia.  ac  aiy  ...;:ucuxiOi-i  lii 
the  past,  shon-term  loan  monies  were  used  lo  "lide  scudenis  ovci'"  umil  their  ■.j:^i 
proceeds  arrived. 
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Ax  this  chart  reflects,  the  need  for  shorc-tenn  loan  moiues  during  our  parDcip:.iIon  in 
federal  dir'jci  lending  decreased  28  percent  over  last  year,  a  year  in  which  we  piardcipaied 
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in  FFELP.  The  reason  is  eieax.  Monies  vjttc  xvuiakAxs  when  iho  stud^ni  att^ad  ihcnv 
The  following  chan  demonstrates  over  i4  million  noore  in  on-tiine  tutdon  payu^enis  were 
available  under  direct  lending  than  undtf  the  FFELP  progjram. 


19S« 


AdHMittLDeiiUVa  tLtUciiUmCi^ 


Without  questioning  the  v&lidity,  we  la-.ow  Ham  one  measure  of  peifonnanc£  1^  che  ivmnbei* 
of  complaims  about  an  operation.  I  am  pleased  to  repon  that  during  ihe  199-^-1995 
academic  year,  aot  one  lener  critical  of  our  o£ce  appeared  in  the  student  new::paper,  uoc 
one  letter  critical  of  our  office  was  rec±ived  by  our  vice  president,  and  mok  w.,^  letter 
crincal  of  our  office  was  mailed  to  the  president  of  tho  university,  as  a  mane.'  of  &ci. 
according  to  students'  anecdotal  conuwents,  this  was  cne  besi  fall  opening  cVw.-.  Noi  out 
student  wroie  or  visited  to  criticize  what,  in  ihe  phsi,  has  been  problematic  fo.  many 
students;  that  is.  the  availability  of  morues  during  the  ciSiicsi  &ll  stan  up. 
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The  £oUou/ing  charu  reflect  siud>iis'  ^^f-reponea  SaiJascuoa  wiih  the  scuac.u  aid  office 
and  procedures. 
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While  much  has  been  written  on  me  zozi  of  aiieci  loiu^i  for  lixpsyeri,  for  rue  ^jicc 
franidy,  of  iTiore  relevant  iraerest  is  the  cunount  of  monies  mm  au&ci  lending  i..^  czvcd  ^r.o 
OEBce  of  Student  Financi:il  Aid  oper&iuig  oudgct.  roi  c:Xaav.ple.  undci  the  vv  ..u^u  £>. 
Ford  Federal  Direa  Loan  i*rograin,  wc  administer  euid  ajana;jc  i  l«gdr  loan  t^. ugi':_Tr.  with 
fewer  people.  Under  FFELP  my  studci.t  lOon  stafTinduded  ou  assistant  direcioi  ana  ivvo 
professional  counselors.  This,  in  addition  to  one  mU-iime  support  staff  perso^  and  '- 
number  of  Federal  Work-Study  fiindcd  students.  Unacr  federal  direa  lendii-.^,  Federai 
Worlc-Study  employment  in  our  loan  office  has  been  reduced  by  30  pcrcetkt,  :^>d  the  two 
professional  counselors  have  been  reassigned  to  studerit  support  service,  an  u^ca  thu 
counsels  prospective  students  and  fanuiies  about  the  student  financial  aid  process.  Under 
the  WtlUam  D.  Ford  Federal  Direct  Loan  Program,  a  S57  million  program  is  odng 
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tdnuninered  by  an  a£Si£tant  director,  o<ic  fbll-ume  supporc  sian  member,  ana  iWO  liill* 
time  eqtiivalent  Federal  Work-Study  students. 

Telephone  traffic,  always  representative  of  student  aid  satisocnon,  was  doxut.  40  percent 
at  a  time  v/hen  bills  were  due,  compared  to  the  same  lime  pexiod  under  FFEUr.  Under 
FFELP,  Iowa  State  University  did  busiitcss  in  ail  SO  sxaies.  Under  the  Williai^  D.  Ford 
Federal  Direct  Loan  Program,  ihic  invoivdmcm  ceased,  and  long  distarice  t&lcynone  costs 
decreased  significantly. 


Federal  direct  leading  is  easier  to  administer  and  requires  less  resources.  For  ojcampie, 
eight  computer  terminals  were  removed  from  operation,  ai  a  cost  savings  of  £200  each  pet 
month.  In  the  contesct  firom  which  you,  h/ir.  Chaiiman,  uid  your  colleagties  operate,  this  is 
certainly  an  amount  not  wonJi  ta&aUOimig.  Please  bcu  in  mind,  however,  th:.i  -j.  SloOO 
per  month  savings  in  terms  of  my  buoget  is  significant. 
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Because  of  direct  lending,  students  ar«  again  in  coatrol.  It  is  the  snidenis  who  dei£munes 
their  individual  repayment  options.  Thiii  means  ihai  sin  lowh  State  journalism  ^^raduaie 
does  not  have  to  follow  the  same  repayment  schedule  as  ihe  chejoicol  eugiaec:;  graduate. 
Students  under  direct  lending  have  options.  They  can  exercise  ihose  options.  They  can 
lalce  full  responsibility  for  xheir  nnancia  afl&ir s.  They  are  in  chsu-ge.  The  siuaini  who 
elecis  a  hisrorically  low  paying  career  i^  not  penalizeu,  aor  is  dtc  student  who  .rlecis  '^ 
historical!/  Piigher  paying  ciioc/  rc;Wi..\_ij. 

Lastly,  Ivu:.  Chairman,  I  would  be  Tta^z  if  I  did  not  at  least  raendon  irccouc..^uwi>. 
Admittedly,  reconciliation  iias  proven  :iomewhtti  oru&tr&ita^.  k  ii>  noiieihclc^;..  ;i 
manageable  mistration.  Perhaps  reconciliation  is  a  litiic  more  dimcuit  for  ur^iframe 
ustfs.  Since  iowa  State  is  a  niaiiuraruc  user,  the  servicer  na»  h^  co  aaapt  mc^  ionware 
to  meet  our  insdtutionai  demands  and  accept  our  data.  While  all  itdex^  mciui^  that  Kav< 
been  drawn  down  by  Iowa  Sii-.' —  all  557  miUiou  —  is  accounted  for,  we  iiji  r.ave 
S61,000,  or  0.14  percent  of  our  loan  volume,  unroconcilcd.  We  warn  and  cx^.i:a  zero 
tolerance. 

YAi.  Chairman,  I  thank  you  for  this  opportunity  to  appear  here  xhis  mooui^,  -.^  i 
welcome  any  questions. 
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Senator  Jeffords.  Our  final  witness  is  what  it  is  all  about — a 
student.  Please  feel  free,  Mr.  Tait,  to  give  us  your  views. 

Mr.  Tait.  Thank  you  very  much.  I  must  first  give  honor  to  my 
Creator  and  ancestors  and  my  family  for  preparing  me  for  this  op- 
portunity, and  to  you  for  giving  me  the  opportunity  to  speak  on  be- 
half of  the  200,000  students  in  the  State  of  Florida  and  the  other 
students  in  this  country. 

I  currently  attend  Florida  A  &  M  University  and  am  entering  my 
second  term  as  student  body  president  at  this  prestigious,  predomi- 
nantly black  land  grant  institution  located  in  Tallahassee,  FL.  I  am 
well  aware  of  the  current  financial  aid  situation  because  I  have 
been  a  recipient  of  aid  for  the  last  5  years.  My  grandmother,  who 
is  in  her  late  70s,  has  worked  since  the  age  of  6  and  continues  to 
work  to  help  supplement  my  school  costs. 

Neither  loans  nor  grants  can  match  today's  climbing  education 
costs,  yet  in  this  age  of  the  highly  technical,  specialized  workplace, 
it  is  in  the  best  interest  of  the  country  that  Government  work  to 
provide  educational  access  to  all  citizens. 

In  the  past,  grants  were  the  choice  for  aid,  but  in  today's  political 
climate,  loans  have  surpassed  grants  as  the  key  funding  source. 

The  Federal  direct  loan  program  is  an  attempt  to  simplify  the 
complications  of  the  guaranteed  student  loan  system  and  increase 
students'  access  to  adequate  funds.  I  am  by  no  means  an  expert, 
but  I  am  a  student,  and  I  would  say  that  the  Federal  direct  loan 
program  has  significant  benefits  for  students. 

My  family,  with  over  25  years  of  higher  education  experiences, 
has  been  a  recipient  of  guaranteed  student  loans,  and  now  I  am  a 
recipient  of  a  Federal  direct  loan. 

Debt  is  a  strong  deterrent  for  students  considering  college.  I  now 
have  over  $6,000  in  loan  debt.  My  situation  is  not  unique  at  Flor- 
ida A  &  M,  where  close  to  80  percent  of  our  10,000  students  receive 
some  type  of  financial  assistance. 

Florida  A  &  M  University  has  a  large  number  of  first-generation 
college  students.  These  students  are  new  to  the  system  and  usually 
encounter  difficulties  in  the  area  of  financial  aid.  The  problems 
caused  by  multiple  aid  forms  which  can  be  quite  complicated  are 
exacerbated  by  the  selling  of  loans  by  banks.  When  financial  insti- 
tutions trade  in  loans,  many  students  are  uniformed  as  to  what  has 
occurred  and  its  meaning. 

Several  times  during  my  matriculation,  I  have  had  loans  owned 
by  two  different  agencies.  These  agencies  were  often  in  different 
States,  so  contacting  them  increased  another  financial  burden — my 
phone  bill. 

My  brothers  and  sisters  are  products  of  the  old  guaranteed  stu- 
dent loan  system.  Guaranteed  student  loans  added  to  the  anxiety 
of  the  job  hunt  that  my  siblings  had  to  pursue  by  adding  on  the 
hassle  and  headache  of  tracking  down  lenders  as  they  changed 
from  month  to  month.  The  agents  of  these  multiple  lenders  spared 
no  time  or  expense  to  harass  them  concerning  their  repayment, 
with  no  concern  for  their  salary  rate  or  employment  level. 

The  direct  loan  program  is  an  attempt  to  add  wisdom  and  com- 
passion to  a  borrowing  process  that  has  often  been  unresponsive 
and  sometimes  hostile  toward  students. 
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The  Federal  direct  loan  solved  the  problem  of  loan  trading  by 
maintaining  a  loan  for  its  duration,  thus  ending  the  confusion  of 
multiple  lenders  and  changing  interest  rates.  Many  students  con- 
solidate their  loans  in  order  to  simplify  repayment  and  maintain  a 
set  interest  rate. 

The  Federal  direct  loan  program  is  proactive  in  addressing  these 
problems. 

Also,  the  computerization  of  the  Federal  direct  loan  program  will 
open  up  advances  for  students  in  the  area  of  information  kiosks 
and  telecommunications  tools  for  students  to  find  out  the  status  of 
their  own  loans,  without  having  to  worry  about  standing  in  finan- 
cial aid  lines. 

The  inaugural  year  of  the  program  on  my  campus,  Florida  A  & 
M,  has  not  been  the  best.  Problems  have  ranged  from  limited  infor- 
mation on  the  program  to  many  loan  checks  being  disbursed 
months  late.  Some  of  these  problems  can  be  attributed  to  the  kings 
of  a  new  system;  others  deserve  closer  inspection.  Yes,  I  have  expe- 
rienced problems,  as  well  as  many  other  students  at  Florida  A  & 
M.  These  problems  are  not  unique  to  my  school,  as  many  edu- 
cational institutions  dread  the  financial  aid  process. 

The  problems  at  my  university  were  the  result  of  poor  commu- 
nications and  training.  At  the  beginning  of  the  year,  many  students 
were  not  aware  that  Florida  A  &  M  had  volunteered  to  participate 
in  the  program.  Adequate  information  on  the  program  and  how  it 
worked  was  not  readily  available. 

Historically,  we  have  had  problems  with  financial  aid  at  Florida 
A  &  M.  This  year,  the  problems  appeared  worse  because  of  the 
transition  to  a  new  system  that  few  seemed  to  understand  or  feel 
comfortable  with.  Students  were  issued  disbursement  dates  after 
signing  promissory  notes.  They  felt  secure  that  the  promissory  note 
would  be  enough  to  secure  their  class  schedules.  After  disburse- 
ment dates  went  by  without  many  students  receiving  their  checks, 
they  soon  learned  that  a  promissory  note  was  not  enough.  Students 
were  then  forced  to  take  out  short-term  loans  in  order  to  remain 
in  school,  pay  rent,  eat,  and  other  things  that  students  have  to  do. 

The  situation  got  so  bad  that  I  had  to  go  to  the  State  Board  of 
Regents  to  ask  them  if  they  could  help  to  speed  up  the  process.  I 
took  students  who  had  filed  their  paperwork  months  in  advance, 
but  were  still  without  money  more  than  2  months  past  disburse- 
ment dates.  I  was  told  that  the  program  was  working  very  well  at 
the  University  of  Florida,  and  I  wondered  why  my  institution  was 
experiencing  such  difficulties.  Since  my  meeting  with  the  Board  of 
Regents,  student  loans  have  been  disbursed  at  a  much  higher  rate, 
and  after  consulting  with  students  and  university  officials,  I  have 
reached  the  conclusion  that  the  flaws  are  not  in  tne  system,  but  in 
its  implementation.  I  also  found  out  today  that  the  Government 
has  also  sent  people  down  to  the  school  to  help  the  program  run 
a  lot  smoother. 

The  direct  loan  program  can  help  to  solve  a  lot  of  students'  fi- 
nancing headaches  when  implemented  correctly  and  utilized  to  its 
full  potential.  The  Department  of  Education  should  adequately  sur- 
vey a  university's  computer  facilities  and  assess  the  staffs  capabil- 
ity prior  to  implementing  the  direct  loan  program.  They  should  also 
host  an  extensive  training  program  where  financial  aid  officers  are 
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gfiven  communications  ideas  and  concepts  to  introduce  and  explain 
the  program  to  their  respective  campuses  and  their  students. 

Federal  financial  aid  is  an  investment  in  America's  future.  In- 
creasing access  to  higher  education  decreases  crime,  poverty, 
human  abuse  and  neglect  in  the  long-term.  Direct  loans  are  a  posi- 
tive step  toward  helping  America  have  a  good  future  through  the 
preparation  of  its  youth.  Direct  loans  should  be  expanded,  not  re- 
duced. In  this  age  of  global  economic  competition,  cooperation,  and 
highly  technical  workplaces,  students  need  greater  access  to  edu- 
cation. Such  access  is  offered  and  simplified  through  the  direct  loan 
system.  By  expanding  this  system,  the  Federal  Government  will 
prove  its  commitment  to  America's  future  leaders,  the  youth  of 
today. 

Thank  you  very  much. 

Senator  Jeffords.  Thank  you  for  your  very  helpful  testimony  on 
the  pros  and  cons  of  starting  up  the  progpram. 

[The  prepared  statement  of  Mr.  Tait  follows:] 

Prepared  Statement  of  Larry  Tait 

To  the  Hononblc  Chair  and  memtcri  of  this  cummitlee, 


I  begin  with  thanks  for  granting  me  this  oppoituniiy  to  repycsent  ovor  200,000  siuamtt  of  &« 
state  of  Florida,  the  hundreds  of  thousands  of  sludbnu  cxuesaiiy  in  higher  ediu&iiw:i  and  (he 
millions  of  sludents  'woddng  towards  iaclusion  in  the  higher  edocation  system.  I  :-ii  Lany  ivi. 

lait,  a  second  generation  college  smacut  liom  Wasningioo,  D.C.  i  currently  aite..u  i'lcnaa  /uiUvi 
Uoiveisiiy  and  serve  as  Studeui  Govcruiii±..i  President  at  cnis  prestigious  ^TcdoxLu^inxiy  ulsci: 
University  locatea  in  Tall&he^cc,  FiGrlai. 

Educational  finawinij  is  an  exireriiely  ■.i.,.jnain  icsue  in  inis  itic  aiwn  oi  2  lu&hi>  iOClmicd, 
specialized  woricpiace.  Stuacms  arc  c>:pu,i6l  10  leain  n-.c.:  u.  z.  iu&wt  ruxn  than  cv;.  befcjrc. 
Often  lechi^ology  changes  so  quickly  ir.ai  loaay's  uubmiuiou  is  ot>sc;lete  bjuiurr:,...  u*.  tite-^ 
limes  siuoenis  need  ir>creased  access  10  eaucation&l  oppaiuniiies.  Such  opporcui...Ii;:  should  be 
affo'iOaoie  aua  easily  &ccessiDii  u  xnose  L.  ciiis  niiiou  v/iio  dcsi>c  le  ccsiia-  meir  Ci^ice^  iov 
succes.i.  The  F6<ier&l  Direa  i.o:u.  I'vogrw..  ^\is:i  students  :.  siiu|>liil«d  ui^  sacct...;  3Ji£a°.:jl>v^ 
to  bank,  loans,  wnich  many  colleges  anu  Lmversities  currently  usi. 

I  have  been  a  student  in  higher  education  tor  nve  years,  .\long  with  my  siblings,  ac  Tait  f:smtly 
has  ower  tweni>'  five  years  in  higher  educLuon.  a  large  level  of  debt  h&s  accomi^ued  a  wide 
range  of  educational  e»qjerie»tces.  as  a  fmi.  year  student  1  Itave  accuinulstcd  ovc.  io.OOC  in  loan 
debL  Over  the  lbs  of  these  loans  cacn  ou^  fias  oeen  sold  1.1  least  otice.  except  for .../  ]<*eaersJ 
Oiiea  l.oan  which  cannot  De  sold.  Tne  ioliiiig  of  loans  oy  banks  causes  ccnfusic-  ibr  siiid»;is 
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atid  lias  done  so  for  a  l&i-ge  number  of  siuociKS  on  my  caiupus. 

Florida  A&M  University  has  a  large  number  of  first  gcncraiiori  college  sludems,  uiese  students 
are  new  to  the  system  and  often  encounter  diHicuities  in  Uie  area  of  financial  aid.  The  problemu  ' 
caused  by  multiple  forms  that  are  often  quite  complicated,  are  exacerbated  by  the  willing  of  loans 
by  hanks.  When  financial  institutions  trade  in  students*  loans,  many  students  are  Uiuiormcd  as  to 
the  true  nature  of  what  has  occurred.  Several  times  during  my  m&uiculaiion  1  havc  had  loans 
owned  by  at  least  two  diCfereni  agencies,  these  agencies  were  often  in  different  ixsAb&t  so 
contacting  them  was  anotlicr  cnarge  in  the  lorm  oi  iiicre&s^  phone  bills,  iviy  brui.ic  liiid  dsteiS 
are  products  of  the  old  Guamntesd  Siudeni  i-oaji  system,  uuai^anteed  Smdeni  Lcl^s.  gave  my 
siblings  ihe  lie&dache  and  lucssie  of  iracldiig  down  leaderii  ;is  they  criangcu  iVorn  u.^iih  to  ir:cnd.. 
The  agents  of  these  multiple  leivders  (;p2u\:d  no  wet  o>  expense  to  luur&ss  uiem  cc..::craing  ihck 
rate  of  ivpaynient,  with  no  cov.ceni  for  xhei.-  suuy  raie  or  level  oi'enipioyn*cril.  i\;>,vv  vhia  \i^ 
federal  government  is  intei'veniiij^  through  iJic  Dir&si  Loaii  l^rogr&iVi,  &  level  of  wi:,  jOiU  ina 
compassion  has  been  added  to  the  borrowing  procccs  which  has  irsoiiionruly  bee.,  uiirespcnsive 
to  students. 

Florida  A&M  University  has  ai^  enrollmeru  of  10.000  students,  of  these,  6pproi;u..ueiy  SO 
percent  receive  some  forffi  of  financial  assisiancc.  'i  he  JL>LiCCi  i/oan  i'rogrUii  ia  its  i.^agiifil  yei*\ 
has  had  its  problems  at  my  institution.   Thise  problems  were  not  do  to  the  progi'S.^  itself,  but  da 
to  bureaucratic  situations  within  tlic  uiuvcr^iry.  The  students  at  my  institution  unac.;>umd  aiid 
appreciate  the  benefits  of  sireatniiuing  die  toaii  process  aio  were  willuigto  moaai-  through  tite 
on  site  problems  v/iih  the  fuiih  that  this  pruirani  would  woit.  Now  that  our  Umvcieity  hSiS 
become  accustorucd  to  the  oiitict  ioiui  prcoois  we  loou  lutwiid  to  itic  moic  cfucic.i  ipplication 
pr(x:ess  and  ihsiei'  disbursement  liiiics  offci'ed  by  the  Diieoi  Lo^  iVugtoi... 
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In  this  time  of  budget  cuts  and  fiscbl  responsibility  it  seems  to  be  in  vogue  to  cut  u:;w,  scaxungly 
unprovcn  prograuis.  The  Diieci  Loan  Progiam  should  be  e)q>&nded,  iioi  srcducca.  :b  (his  &gc  of 
global  ecot»3inic  competiuon,  cooperation  and  highly  technical  woikpiaces,  studcjits  need  greater 
access  to  education.  Such  access  is  oficrcd  aiiid  simplified  though  ihc  Direct  Loii-.  proc6S£.  The 
future  of  any  nation  can  bt;  measured  by  iic  focus  on  the  youth  and  cldciiy.  By  e>:c.::nding  xhe 
Federal  Loon  program  the  federal  govenua&nt  will  show  a  con&mitmont  to  the  fuiuj-a  of  America 
by  increasing  adv&iiccmcnx  opponuniiies  ibr  tomorrow's  leadership  -  the  youin  oj  iodfcy. 


Peace, 


"7   '  "" 

jtati}' j.'irTaii,  Prcsidciu 

i'londa  A&lvi  University  Siuaem  Boay 
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Senator  Jeffords.  I  will  ask  a  general  question  first.  You  have 
heard  each  other  testify,  and  I  know  there  are  some  on  my  side  of 
the  aisle  who  feel  the  best  thing  to  do  is  to  let  the  programs  go  for 
a  while  in  competition  and  see  what  happens,  rather  than  spur  di- 
rect lending  on  and  doing  away  with  the  conventional  program. 

So  I  would  ask  both  Mr.  Russo  and  Mr.  Belvin  if  they  have  any 
comments  they  would  like  to  make  on  the  testimony  of  Mr. 
Dowling  and  Mr.  Honeman,  or  vice  versa. 

Let's  start  here  and  go  down  the  line  so  you  can  express  your- 
selves on  what  you  heard.  Yes,  Mr.  Belvin? 

Mr.  Belvin.  I  certainly  would  not  question  the  positions  my  col- 
leagues have  taken.  I  would  simply  note  that  the  honeymoon  has 
only  begun  with  the  Department.  The  Department  has  offered 
what  I  am  certain  is  extraordinary  service.  I  can  remember  the  ex- 
traordinary service  when  the  Pell  Grant  program  was  first  initiated 
and  the  promise  that  it  would  not  be  a  campus-based  program.  It 
very  quickly  became  a  campus-based  program. 

So  that  while  things  may  work  well  at  first  blush — I  do  not  ques- 
tion that — my  question  is  for  the  longer  term.  My  question  is  about 
the  Department's  ability  to  manage  the  program  as  it  grows  and 
becomes  more  complex.  My  question  furthermore  relates  to  the 
question  of  the  Department's  responsiveness  to  our  needs. 

I  know — our  campus,  our  institution,  our  students — are  now  the 
decisionmakers.  If  we  are  not  happy  with  service  provided  by  one 
institution,  we  can  very  quickly  move  to  another.  There  is  no  op- 

f>ortunity  to  make  our  concerns  felt  if  the  Department  is  the  only 
ender.  There  is  no  opportunity  to  seek  a  competitive  answer  to  a 
problem.  There  will  only  be  one  answer. 

Senator  Jeffords.  Mr.  Russo. 

Mr.  Russo.  I  certainly  could  not  say  much  more  than  my  col- 
league, Jim  Belvin  from  Duke,  on  it.  I  have  from  the  beginning 
commended  the  first  year  institutions  for  their  courage,  and  I  have 
found  it  very  interesting  in  chatting  with  colleges  in  the  first  year 
and  those  who  have  applied  for  the  second  year  as  to  the  reasons 
why  they  are  moving  in  that  direction.  There  is  a  whole  variety  of 
reasons. 

I  feel  very  proud  of  the  effort  that  we  have  achieved  at  the  uni- 
versity in  taking  the  bull  by  the  horns  without  an  awful  lot  of  sup- 
port from  the  Department  of  Education,  going  aggressively  after 
the  quality  lenders,  demanding  services,  and  if  the  services  were 
not  there,  they  were  taken  off  of  our  preferred  lender  list.  Some 
people  would  suggest  that  you  are  at  a  very  large  and  prestigious 
institution.  I  would  suggest,  on  the  other  hand,  that  what  I  have 
accomplished  at  my  institution  can  be  accomplished  at  any  institu- 
tion with  the  right  effort.  And  perhaps  modest  little  community  col- 
lege might  not  nave  the  same  sway  as  a  Notre  Dame,  but  all  the 
community  colleges  in  the  State  of  Connecticut  together  would 
probably  have  an  awful  lot  of  sway. 

So  I  think  there  certainly  has  been  a  lot  of  room  for  improvement 
and  reform  in  the  FFEL  program — there  is  still  need  for  that — ^but 
I  do  admire  what  is  going  on  in  the  direct  loan  institutions.  I  think 
the  competition  has  been  great  for  students,  taxpayers,  and 
schools. 

Senator  JEFFORDS.  Thank  you. 
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Mr.  Bowling. 

Mr.  DowLiNG.  I  am  not  certain,  Jim,  that  I  want  to  give,  with 
all  due  respect  to  the  Department,  all  this  credit  to  the  Depart- 
ment. We  worked  pretty  hard  at  Iowa  State  University  to  make 
certain  this  program  was  a  success. 

We  are  one  of  three  mainframe  schools — that  is,  we  have  done 
all  the  computer  work  ourselves.  We  did  it  because  we  have  a  phi- 
losophy, a  psychology,  that  we  know  how  to  serve  the  students  bet- 
ter. We  had  guidance  and  direction,  but  once  we  had  that,  then  it 
was  up  to  us  to  manage  this  program. 

For  me,  the  one  real,  true  beauty  of  this  program  is  that  is  just 
simply  assimilates  the  loan  program  away  from  the  50  States  that 
we  have  been  doing  business  with  for  sometime  into  Ames,  lA.  So 
if  a  student,  regardless  of  residency,  has  a  question  about  student 
loans.  Room  12,  Beardshire  Hall  is  the  source  of  the  answer.  If 
they  have  a  problem  with  their  student  loans,  they  come  to  us. 

So  again,  we  worked  for  the  Department,  but  a  lot  of  our  work 
happened  on  the  104  campuses. 

With  respect  to  the  year  two  schools,  right  before  catching  a 
flight  here,  one  of  my  good  friends  and  colleagues  back  in  Iowa  at 
the  University  of  Iowa  called,  one  of  those  early  morning  conversa- 
tions— and  this  is  a  time  when  most  of  us  are  getting  our  financial 
aid  awards  out  for  next  year — and  he  said,  "Earl,  I  am  now  on  your 
bandwagon.  I  am  45  percent  farther  along  in  my  aid  processing 
this  year  than  I  was  last  year." 

Now,  with  all  due  respect  to  the  direct  lending  program,  this  is 
my  chief  competitor  for  students  back  in  Iowa,  and  I  am  not  certain 
I  am  glad  that  he  is  45  percent  farther  along  than  he  was  this  time 
last  year. 

Senator  Jeffords.  Mr.  Honeman. 

Mr.  Honeman.  Two  thoughts.  First,  with  regard  to  schools  par- 
ticipating for  the  second  year,  there  has  been  a  lot  of  discussion 
once  again  about  the  ability  of  the  Department  to  absorb  the  re- 
sponsibilities that  are  inherent  in  dealing  with  a  large  number  of 
schools.  Frankly,  I  think  things  may  actually  be  easier  for  the  sec- 
ond year  schools.  Notwithstanding  all  the  glowing  things  that  we 
have  said  about  our  first  year  direct  lending  experience,  in  fact,  we 
were  helping  the  Department  to  construct  a  brand,  new  program, 
and  there  were  some  bumpy  moments  in  that  process. 

So  that  in  one  sense,  I  feel  that  some  of  the  leg  work  that  we 
have  done  during  the  first  year  will  actually  make  this  experience 
an  easier  one  for  the  second  year  schools,  and  perhaps  easier  for 
the  Department  in  the  second  year,  notwithstanding  the  fact  that 
the  volume  is  going  to  be  larger.  It  is  something  worth  thinking 
about. 

But  it  seems  to  me  the  more  fundamental  issue  that  all  of  us  as 
aid  administrators  here  are  dealing  with,  that  I  guess  I  would 
present  as  something  of  a  challenge  to  those  of  you  who  have  to 
work  with  this  program  and  direct  this  program  over  the  long- 
term — all  of  us,  as  you  have  heard  this  morning,  have  made  some 
fundamental  infrastructural  changes  at  our  institutions  to  imple- 
ment either  the  direct  loan  program  in  our  case,  the  new  program 
that  Jim  Belvin  is  working  on  at  Duke.  What  we  need  is  some  as- 
surance that  the  kinds  of  changes  that  we  are  making  internally 
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to  serve  our  students  best  are  not  disrupted  in  the  next  couple  of 
years  so  that  we  find  ourselves  lurching  from  one  program  to  the 
next. 

I  think  from  the  perspective  of  all  of  us,  what  we  need  is  some 
assurance  that  the  directions  that  we  are  staking  out  are  going  to 
be  ones  that  will  serve  our  students  well  for  the  long-term.  I  would 
not  presume  to  tell  Joe  Russo  or  Jim  Belvin  how  loans  ought  to  be 
administered  at  their  schools,  but  I  do  believe  that  all  of  us  need 
to  have  some  confidence  that  what  we  are  putting  together  at  our 
institutions  is  going  to  work  for  something  more  than  just  a  year 
or  two. 

Senator  Jeffords.  Thank  you. 

Thank  you  for  all  of  your  testimony.  It  has  been  excellent. 

Before  I  make  any  further  comments,  Senator  Simon,  you  have 
been  a  faithful  friend  for  years  and  faithful  on  these  issues,  and 
you  have  been  very  faithful  in  staying  here  today.  I  appreciate  it. 

Senator  SiMON.  Thank  you.  It  is  an  extremely  important  issue  for 
the  country,  and  I  appreciate  all  of  you  being  here. 

First  of  all,  Mr.  Russo,  I  have  to  recall  that  you  get  the  courage 
award,  because  I  remember  when  the  president  of  Notre  Dame  was 
for  the  program,  and  you  were  opposed  to  the  program;  that  shows 
an  unusual  amount  of  courage. 

I  notice  that,  Mr.  Russo,  you  and  Mr.  Belvin  are  both  on  the  ad- 
visory council  for  Sallie  Mae.  I  know  that  when  you  are  on  the 
board  for  Sallie  Mae,  you  get  $6,000  per  meeting,  which  is  a  pretty 
generous- 


Mr.  Belvin.  You  do? 

Senator  Simon.  That  is  correct. 

Mr.  Belvin.  We  will  need  to  check  on  that. 

Senator  Simon.  Pardon? 

Mr.  Belvin.  I  do  not  believe  that  that  is  the  case. 

Senator  Simon.  Let  me  assure  you  it  is  the  case — ^and  you  are 
not  on  the  board. 

Senator  Jeffords.  This  may  be  the  best  day  you  have  had  in  a 
long  time. 

Senator  Simon.  As  a  member  of  the  advisory  council  for  Sallie 
Mae,  do  you  get  any  compensation? 

Mr.  Belvin.  No. 

Mr.  Russo.  No,  sir,  I  do  not;  and  I  go  down  at  my  institution's 
expense  in  terms  of  my  day  away  from  the  office.  Sallie  Mae  pays 
my  expenses  for  using  my  expertise,  but  it  is  a  day  out  of  the  office 
for  me. 

Senator  Simon.  OK. 

Mr.  Belvin.  But  I  would  add  to  that  that  when  I  have  done 
things  for  the  Department  of  Education,  they,  like  Sallie  Mae,  have 
also  paid  my  expenses. 

Senator  Simon.  Sure;  I  understand. 

Mr.  Belvin.  As  I  would  expect  anyone  that  I  worked  with  to  do — 
but  no  compensation. 

Senator  Simon.  Mr.  Russo — and  this  is  getting  away  from  direct 
lending— but  you  mentioned  the  regulatory  burden.  My  hope  is 
that  one  of  the  things  that  may  come  out  of  all  this  talk  about  reg- 
ulation— and  I  am  going  to  have  an  amendment  to  suggest  this — 
that  in  each  Cabinet  Department  and  major  agency,  the  Secretary 
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would  appoint  a  few  people  to  review  all  the  regulations  and  make 
recommendations. 

I  do  think  your  point  is  a  very  valid  point  and  that  we  can  sig- 
nificantly reduce  the  regulatory  burden  and  not  do  any  harm  to  the 
Federal  Government  or  students  or  the  fiscal  stand  of  the  Federal 
Government. 

Mr.  Belvin,  you  mentioned  the  fact  that  a  large  percentage  of 
public  and  private  schools  have  resisted  the  pressure  to  sign  up  for 
direct  lending,  which  suggests,  I  believe,  that  this  concern  is  wide- 
spread. Now,  I  have  to  say  the  only  schools  I  heard  fi^om  were  get- 
ting pressure  in  the  other  direction,  from  the  banks  and  from  the 
guaranty  agencies.  And  in  fact,  when  schools  in  Illinois  were  not 
part  of  the  5  percent,  I  was  able  to  explain  that  to  them;  when  they 
were  not  part  of  the  40  percent,  I  had  some  very  unhappy  schools 
who  wanted  to  be  part  of  it.  We  had  schools  that  wanted  to  be  in 
it. 

What  has  the  Department  done  to  put  pressure  on  schools? 

Mr.  Belvin.  There  have  certainly  been  phone  calls  from  senior 
Departmental  managers  to  campuses,  asking  if  they  would  sign  up. 
There  have  been  calls  from  Congress  to  particular  campuses.  There 
have  certainly  been  conversations  that  I  am  aware  of  with  the  lead- 
ers on  campus.  And  certainly,  there  has  been — perceived,  acciden- 
tal, or  otherwise — the  concern  that  one  needs  to  be  responsive  to 
the  Department. 

We  very  much  have  to  respond  to  the  Department.  Our  concern 
about  audits  and  program  reviews  is  always  in  the  forefront  of  all 
we  do  each  day,  because  we  are  very  subject  to  that. 

So  that  certainly  phone  calls  very  often  are  perceived  as  pres- 
sure. 

Senator  Simon.  And  of  course,  if  there  was  pressure  from  the  De- 
partment of  Education,  I  was  not  aware  of  it,  but  there  was  a  great 
deal  of  that  on  the  other  side — and  understandably.  You  are  talk- 
ing about  for  profit  institutions  that  want  to  make  money,  and  they 
have  every  right  to  try  to  sell  their  product,  and  I  am  not  faulting 
that. 

Mr.  Dowling  and  Mr.  Honeman,  two  questions.  Mr.  Belvin  says 
"operating  the  direct  lending  program  on  campus  would  involve  the 
addition  of  at  least  one  new  staff  member."  Your  experience  seems 
to  be  to  the  contrary.  Do  you  think  that  that  is  an  inaccurate  as- 
sessment on  his  part,  or  is  the  Duke  program  perhaps  substantially 
different? 

Mr.  Honeman.  It  may  be  different;  I  do  not  know.  We  did  not 
add  any  new  staff.  In  fact,  staff  time  that  was  required  for  han- 
dling our  responsibilities  under  the  FFEL  program  was  reduced  to 
such  an  extent  that  we  were  able  to  shift  responsibilities  among 
our  financial  aid  staff  so  that  they  were  spending  more  time  coun- 
seling students  and  working  with  parents.  So  we  could  have  actu- 
ally reduced  our  staff,  but  we  chose  not  to  do  that  so  that  we  could 
shift  responsibilities  to  other  activities  in  the  aid  office. 

There  was  never  any  consideration  given  to  adding  staff  because 
there  just  was  not  a  need  to  do  it. 

Senator  Simon.  Mr.  Dowling. 

Mr.  Dowling.  I  am  likewise  not  aware  of  Duke's  financial  aid  op- 
eration except  by  its  fine  reputation. 
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In  our  situation,  we  have  science  and  technology  in  our  full 
name,  and  I  suspect  that  we  were  able  to  take  advantage  of  com- 
puterization and  elimination  of  paperwork  in  our  office,  which  may 
have  facilitated  our  success. 

Senator  Simon.  Mr.  Honeman  mentioned  that  he  was  not  con- 
cerned about  the  expansion  to  40  percent.  Do  you  have  any  concern 
that  that  might  present  a  problem? 

Mr.  DOWLING.  No,  sir.  My  experience  would  give  me  no  concern 
at  all. 

Senator  Simon.  Mr.  Tait,  we  appreciate  you  being  here,  and  as 
a  former  student  body  president  a  few  years  ago,  I  would  say  that 
you  had  better  watch  out,  or  you  might  become  a  Senator  if  you 
are  not  careful. 

One  of  the  proposals  that  is  before  us — if  I  may  shift,  for  one 
final  question,  away  from  direct  lending — one  of  the  proposals  be- 
fore us  is  to  charge  students  interest  while  they  are  in  school.  The 
estimate  my  staff  have  given  my  is  that  that  could  add  20  to  50 
to  the  cost  of  a  student  loan.  What  would  that  do  in  terms  of  stu- 
dent enrollment  and  options  people  have  after  they  get  out  of  col- 
lege? 

Mr.  Tait.  At  my  university  where,  as  I  said  before,  80  percent 
of  the  students  are  on  some  sort  of  aid,  if  they  were  forced  to  pay 
interest  while  in  school,  many  of  them  would  drop  out  of  school.  I 
would  say  that  close  to  40  percent  of  the  students  at  Florida  A  & 
M  are  working  while  they  are  in  school  to  take  care  of  rent  and 
things  of  that  nature.  If  vou  had  to  find  a  better  job  to  pay  interest 
while  you  were  in  school,  I  think  that  you  would  probably  opt  out 
of  school  and  just  go  to  work  instead. 

I  think  it  is  a  very  dangerous  thing,  in  this  time  when  students 
need  as  much  education  as  possible,  to  do  anything  to  limit  their 
access  and  to  increase  the  burden  on  parents,  who  already  have  a 
big  enough  burden  as  it  is,  paying  increasing  tuition  costs. 

Senator  Simon.  Does  anyone  on  the  panel  disagree  with  Mr. 
Tait?  [No  response.] 

I  thank  you  all  very  much  for  your  testimony,  and  thank  you, 
Mr.  Chairman. 

Senator  Jeffords.  A  perfect  place  to  end,  absolutely.  And  I  want 
to  make  sure  you  know  that  I  feel  the  same  way  on  that  issue,  so 
that  hopefully  we  will  forestall  that  effort. 

I  want  to  thank  you  all  for  your  testimony.  It  has  been  a  very 
fine  day,  and  I  think  it  will  be  invaluable  in  helping  us  decide  what 
to  do.  I  think  the  thing  we  will  be  talking  about  is  making  sure 
that  there  is  sufficient  time  for  the  administration  to  really  run  the 
direct  lending  program  effectively  and  that  we  get  a  better  idea  of 
the  long-term  impact,  and  at  the  same  time  to  make  sure  we  have 
a  level  playing  field  and  do  not  push  beyond  what  is  a  reasonable 
effort  in  getting  programs  going.  So  we  will  see  how  it  all  turns 
out. 

As  you  know.  Senator  Kassebaum  has  a  bill  in,  as  does  Rep- 
resentative Goodling,  which  would  freeze  the  program  at  40  per- 
cent; so  that  is  the  main  issue  that  we  will  be  dealing  with. 

I  thank  all  of  you  and  commend  you  for  the  work  you  are  doing 
at  your  institutions,  because  there  is  nothing  more  important  right 
now  to  our  Nation  than  doing  all  we  can  to  improve  the  education 
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in  this  country.  I  will  be  holding  a  summit  on  education  next 
Wednesday  where  we  will  be  concentrating  on  our  need  to  be  com- 
petitive in  international  markets.  We  are  not  doing  a  very  good  job 
at  being  ready  for  that  right  now.  Of  course,  your  institutions  are 
excepted  from  that  comment. 

Thank  you  all  very  much. 

A  statement  of  Senator  Frist  will  be  included  in  the  record. 

[The  prepared  statement  of  Senator  Frist  follow^:] 

Prepared  Statement  of  Senator  Frist 

Mr,  Chairman,  I  appreciate  the  opportunity  members  of  the  com- 
mittee have  today  to  take  a  closer  look  at  the  Federal  Direct  Stu- 
dent Loan  Program.  Given  that  the  Administration  intends  to 
reach  the  40  percent  benchmark  of  total  student  loan  volume  in  the 
coming  school  year,  I  believe  this  hearing  has  been  called  at  a  per- 
fect time  to  try  and  resolve  many  of  the  questions  which  have  sur- 
faced in  the  past  year  regarding  the  Department  of  Education's  im- 
plementation of  this  program.  I  commend  you  for  your  leadership 
in  placing  this  matter  among  the  list  of  priorities  for  this  commit- 
tee. 

We  are  all  aware  that  the  President's  budget  proposes  to  expand 
the  direct  loan  program  to  100  percent  of  all  student  loan  volume 
by  academic  year  1997-98.  I  believe  that  taking  a  small  demonstra- 
tion program  accounting  for  5  percent  of  loan  volume  in  the  last 
school  year  and  moving  to  monopolize  the  student  loan  program 
just  two  years  later  is  unwise,  particularly  since  we  do  not  even  yet 
know  the  results  of  the  demonstration  program. 

This  oversight  hearing  is  a  good  first  step  in  finding  out  how  pre- 
pared the  Department  of  Education  is  to  take  over  a  successful 
public/private  partnership  we  have  known  as  the  Federal  Family 
Education  Loan  Program. 

I  would  also  add  that  I  have  some  serious  concerns  about  the 
true  costs  of  the  direct  student  loan  program  to  the  taxpayers.  The 
President  has  repeatedly  said  that  the  direct  loan  program  will 
save  billions  and  that  students  will  pay  lower  fees  and  interest 
rates  under  the  program.  In  fact,  the  statute  requires  the  same  fees 
and  interest  rates  for  loans  under  both  programs.  And  CBO  admits 
that  the  official  budget  scoring  rules  to  determine  the  savings  to  be 
derived  from  substituting  direct  loans  for  loan  guarantees  are 
skewed. 

Finally,  I  would  also  like  to  note  that  the  Vice  Chancellor  of  Van- 
derbilt  University,  Jeff  Carr,  has  written  a  letter  to  my  colleague 
from  Tennessee,  Rep.  Bart  Gordon,  a  leading  cosponsor  of  legisla- 
tion in  the  House  to  cap  the  direct  loan  program,  which  I  would 
like  to  insert  in  the  hearing  record  in  its  entirety.  In  that  letter, 
Mr.  Carr  states  the  following: 

"As  you  know,  Vanderbilt  is  among  those  universities  that  have 
elected  not  to  participate  in  the  direct  lending  program.  We  have 
developed  cooperative  and  highly  efficient  relationships  with  a 
number  of  banks  and  have  developed  processes  that  make  both  the 
application  procedure  for  students  and  the  delivery  of  funds  from 
lenders  more  than  satisfactory,  and  we  know  that  the  system 
works — direct  lending  should  be  capped  and  the  experience  and  re- 
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suits  measured  before  deciding  whether  to  extend  the  program  fur- 
ther." 

This  is  a  thoughtful  letter,  and  I  understand  that  we  will  hear 
from  ofificials  from  other  universities  who  will  voice  similar  views. 
I  am  eager  to  learn  through  the  course  of  this  hearing  why  there 
is  such  a  vast  divergence  of  views  on  this  program. 

In  closing,  Mr.  Chairman,  I  would  like  to  commend  you  for  call- 
ing this  hearing  on  this  most  timely  issue,  and  I  look  forward  to 
resolving  many  of  the  questions  I  am  sure  we  all  have  about  this 
matter. 

Vanderbilt  University 
NashvUle.  TN,  February  21.  1995 
The  Honorable  Bart  Gordon 
U.S.  House  of  Representatives 
2201  Raybum  House  Office  Building 
Washington.  DC. 

Dear  Congressma.n  Gordon: 

Two  years  ago  I  wrote  to  Secretary  Riley  (copy  of  May  21,  1993  letter  is  enclosed) 
expressing  Vanderbilt's  concern  about  the  administration's  proposal  for  direct  lend- 
ing of  student  loans.  At  that  time,  we  unsuccessfully  urged  the  administration  to 
rely  more  heavily  on  your  proposals  for  cost  savings  in  the  student  loan  program 
and  to  slow  down  the  effort  to  force  a  rapid  and  total  transition  to  a  untested, 
unproven  direct  lending  program. 

Unfortunately,  nothing  has  happened  in  the  last  two  years  either  to  alleviate  our 
concern  about  direct  lending  or  to  diminish  our  confidence  in  the  continued  ability 
of  the  guaranteed  student  loan  program  to  meet  the  needs  of  our  students.  Accord- 
ingly, we  welcomed  news  of  your  bill  to  cap  direct  lending  at  40  percent  and  prohibit 
the  Department  of  Education  from  forcing  participation. 

As  you  know,  Vanderbilt  is  among  those  universities  that  had  elected  not  to  par- 
ticipate in  the  direct  lending  program.  We  have  developed  cooperative  and  highly 
efficient  relationships  with  a  number  of  banks  and  have  developed  processes  that 
meet  both  the  application  procedure  for  students  and  the  delivery  of  funds  from 
lenders  more  than  satisfactory,  and  we  know  that  the  system  works.  This,  coupled 
with  those  of  your  cost  saving  proposals  that  were  adopted  in  1993,  combine  to  sup- 
port the  view  that  direct  lending  should  be  capped  and  the  experience  and  results 
meaisured  before  deciding  whether  to  extend  the  program  further. 

I  would  also  like  to  comment  on  two  other  proposals.  One  is  the  idea  of  eliminat- 
ing the  in-school  interest  exemption  for  student  loans.  This  would  he  a  difficult  ad- 
ditional burden,  especially  for  those  students  who  are  planning  to  attend  graduate 
school.  The  predictable  result  will  be  that  students  need  to  borrow  additional 
amounts  to  pay  interest  while  they  are  in  school,  thus  increasing  their  debt  burden 
and  the  likely  period  of  repayment. 

We  are  concerned  that  for  some  students  this  increased  debt  burden  would  be  suf- 
ficient to  cause  them  to  decide  against  graduate  school,  particularly  in  fields  such 
as  research  and  teaching,  where  the  salary  potential  is  limited.  And  yet,  these  are 
precisely  the  fields  that  are  so  critical  to  the  ability  of  this  country  to  continue  to 
regenerate  the  intellectual  strength  that  will  preserve  its  competitiveness.  We  al- 
ready, for  example,  are  seeing  statistics  that  snow  that  for  some  corporations  em- 
ploying researchers  a  majority  of  those  employed  in  recent  years  have  been  foreign 
nationals,  reflecting  the  diminished  availaoility  of  American  citizens  for  these  im- 
portant jobs. 

Lastly,  I  would  like  to  comment  in  support  of  the  President's  proposal  for  a  tuition 
deduction  for  the  parents  of  students,  as  well  as  for  the  proposals  from  both  parties 
that  would  allow  access  to  retirement  savings  accounts  for  the  payment  of  tuition. 
Both  of  these  are  well  conceived  and  we  believe  would,  over  time,  enhance  the  abil- 
ity of  students  of  average  means  to  attend  the  university  of  their  choice. 

Thank  you  very  much  for  your  ongoing  effort  to  increase  access  to  college  and  uni- 
versity ed[ucation,  and  at  the  same  time  take  into  account  the  interest  of  taxpayers. 
Students  are  the  ones  who  will  truly  benefit  from  your  advocacy,  both  now  and  In 
the  years  to  come. 
Sincerely, 

Jeff  Carr 
Vice-Chancellor  for  University 
Relations  ad  General  Counsel 
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Senator  Jeffords.  With  that,  the  subcommittee  is  adjourned. 
[Whereupon,  at  1:01  p.m.,  the  subcommittee  was  adjourned.] 
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